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CONDUCT OF MONETARY POLICY 

(Pursuant to the Full Employment and Balanced Growth 
Act of 1978, Public Law 95-523) 



TVEBDAT, rEBBVABT 19, 1980 

House of RBPBBaBNTATivBB, 

COMMITTEB ON BANKING, FiNANCB AND UrBAN ApFAIRS, 

Waahington, D.C. 

The committee met at 10:05 a.m. in room 2128 of the Raybum 
House Office Building; Hon. Henry S. Reuss, chairman of the com- 
mittee, presiding. 

Present: Representatives Reuss, Ashley, St Germain, Minish, 
Annunzio, Mitchell, Fauntroy, Neal, Blanchard, LaFalce, Spellman, 
AuCoin, Evans (Indiana), Lundine, Cavanaugh, Vento, Watkins, 
Stanton, Wylie, Hansen, Hyde, Leach, Evans (Delaware), Green, 
Paul, Bethune, Shumway, Bitter, and Porter. 

The Chairmax. The conmiittee will be in order for its statutory 
hearing on the conduct of monetary policy. 

Chairman Volcker, welcome to your first appearance before this 
committee in its semiannual monetary policy review. 

Last year, following our first hearings, under the procedures estab- 
lished in Humphrey-Hawkins, we issued a report on March 12, 1979, 
agreed to by all except one oi our members. 

The key recommendation of that report was "anti-inflationary 
policies must not cause a recession." 

So far, the Federal Reserve's policies have not caused a recession 
and for that, you deserve our appreciation. 

A year ago, the committee also gave its approval to the rates of 
growth of the monetary aggregates projected for 1979 by the Fed 
with the proviso that the low target rate of growth of Mi, l}i to 4% 
percent, Mould be revised if ATS and NOW accounts failed to absorb 
as much of the demand for checkable accounts as expected. 

This was done and, in the end, Mi grew at an annual rate of 5K 
percent, just under the adjusted ceiling of 6 percent. 

This, too, is about right, given that the rate of inflation is much 
higher than had been projected. Our report on March 12, 1979, 
finally recommended that the Federal Resei-ve focus on keeping to 
the money supply targets and avoid pegging the Federal funds rate, 
as that method of conducting monetary pohcy had worsened cyclical 
fluctuations in the economy m the past. 

On October 6, you brought Federal Reserve policy into line with 
that recommendation. Since then, you have guided monetary policy 
on a restrained but not convulsive course. 
(1) 
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The growth of money and credit has slowed, but without the abrupt 
and severe cutoff of loanable funds that has characterized previous 
periods of monetary caution. 

The dollar is relatively quiescent. Interest rates have remained 
relatively stable, though nigh, for months. Though I believe that the 
Federal Reserve's program of restraint could well coexist with lower 
commercial lending interest rates, I find little fault with your record. 

For 1980, dangers remain. First and foremost, inflation is simply 
out of control. There are some signs of a weakening economy. Caution 
is needed. Excessive restraint will have its primary effect on employ- 
ment and output and only a slight temporary effect on our entrenched 
inflation. 

The Federal Reserve cannot cure inflation with monetary shock 
treatment and it shouldn't try. 

Inflation can be stopped only by a program of structural reform 
fortified by mandatory energy conservation and an effective incomes 
policy, none of which now exists. Only then can sensible, restrained 
monetary and fiscal policies do their job. 

Moderate restraint in the expansion of the money supply is thus a 
necessary but not a sufficient ingredient in any serious anti-inflation- 
ary policy. 

Mr. Stanton, did you have any opening remarks? 

Mr. Stanton. No, Mr. Chairman. I am anxious to hear our witness 
as you are. I do extend a warm personal welcome to Chairman Volcker 
and look forward to his testimony. 

And that is all, Mr, Chairman. 

The Chairman. Thank you. 

Your full statement, which I find in very good compliance with the 
legislative mandate of February 19 — that is today — 1980, will, with- 
out objection, be placed in the record in full. Would you now proceed 
Mr. Volcker? 

STATEMENT OF HON. PAUL A. VOLCEEB, CHAIKMAN, BOARD OF 
OOVEBNOES OF THE FEDERAL BESEEVE SYSTEM 

Mr. Volcker. I have a somewhat more personal statement here 
which amplifies and adds some points beyond that formal report, and 
I am glad it will be put directly in the record, too. 

The Chairman, Without objection, it, too, with its two tables, 
will be placed in the record following your oral presentation. 

Mr, Volcker, If I could, perhaps, just read my statement, I think 
that might serve as an introduction to these heanngs, 

I do appreciate this opportunity which, as you point out, is my 
first to present this semiannual report on monetary policy. 

The first point I would want to emphasize to the committee is that 
the near-tenn outlook for real economic activity and employment 
remains highly uncertain. It has never been easy to forecast the direction 
of aggregate activity around cyclical turning points, and, as one pre- 
diction of imminent recession after another has gone awry, the past 
year has been a particularly humbling experience for economic fore- 
casters. 

Important uncertainti^ continue to cloud the outlook for 19S0. 
Certainly, one of the most critical questions is whether consumers, 
faced with lower real incomes and expecting higher prices, will con- 
tinue to spend an extraordiauily high proporuon of their income 



jyGOOgll 



despite heavy debt burdens and reduced liquidity. Purchasing power 
is again being absorbed by sharply higher oil prices and there is no 
assurance that that process will quickly come to an end. The President 
has, of course, submitted his budget for fiscal 1981. But international 
political developments have raised some new questions about pros- 
pects for defense spending in the years ahead, and there are uncer- 
tainties about other elements in the Budget as it makes its way through 
the Congress. 

In loMing ahead and making judgments about these and other 
questions, most members of the Federal Reserve Board have shared 
the view of the administration and most other economists that an 
economic downturn will probably develop sometime this year. How- 
ever, I would point out that such a result is by no means inevitable, 
and many forecasters currently appear to be raising their sights. 

Unfortunately, the range of uncertainty with respect to inflation is 
one of how much prices will rise, not whether. Price increases, at least 
as recorded in the most widely read indexes, could well accelerate in 
the first quarter, partly because the latest round of oil price increases 
will be reflected m those numbers. The real question is how much 
Bss can be made in reducing the inflation rate in the latter part 



progress can be made m reducmg the ml 
of ^e year. 
In the past, at critical junctures for e 



r economic stabilization policy, 
we have usually been more preoccupied with the possibility ol near- 
term weakness in economic activity or other objectives than with the 
implications of our actions for future inflation. To some degree, that 
has been true even during the long period of expansion since 1975. 
Aa a consequence, fiscal and monetary policies alike too often have 
been prematurely or excessively stimulative or insufficiently'restrictive. 
The result has been our now chronic inflationary problem with a 
growing conviction on the part of many that this process is likely to 
continue. Anticipations of higher prices themselves help speed the 
inflationary process. 

Nor can we demonstrate that the result has been beneficial in terms 
of other objectives. To the contrary, unemployment has been higher 
in the 1970'8 than in earlier decades. Productivity growth has declined. 
Capital spending has not kept up with the needs of a growing labor 
force. Financial markets have been disturbed and depressed and in- 
stitutions responsible for a substantial share of mortgage financii^ 
are comii^ under strain. 

The recurrent weakness of the foreign exchange value of the dollar 
has undercut our economic stability at home and our leadership 
abroad. 

The broad objective of policy must be to break that ominous pattern. 
That is why dealing witn inflation has properly been elevated t« a 
position of high national priority. Success will require that policy be 
consistently and persistently oriented to that end. Vacillation and 
procrastination, out of fears of recession or otherwise, would run grave 
risks. Amid the present uncertainties, stimulative policies could well 
be misdirected in the short run. More importantly, far from assuring 
more growth over time, by a^ravating the inflationary process and 
psychology, they would threaten more instability and unemployment. 

The implications for monetary policy are clear. While there may be 
legitimate debate about the impacts of monetary policy in the short 
run, there is httle doubt that inflation cannot persist in the long run 
unless it is accommodated by excessive expansion of money and credit. 
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Put more affirmatively, restraiat on growth and money and credit 
maintained over a considerable period of time must be an essential 
part of any program to deal with entrenched inflation and inflationary 
expectations. Accordingly, I see no alternative to a progressive slowing 
of the growth of the monetary aggregates to lay the base for restored 
stability and growth. 

The 1980 growth ranges, as established by the Federal Open Market 
Committee lor the key monetary a^^egates, are in hne with that basic 
continuing objective. 

In the short run, we believe those targets are fully consistent with 
an orderly process of economic adjustment and modest growth, pro- 
vided the inflation rate subsides as the year wears on. We also believe 
that should inflationary pressures begin to build more strongly in the 
context of strengthening demand, those same targets would imply 
strong financial restraint. In fact, the restraint implied by the new 
targets would be inconsistent with higjier rates of inflation over a 
signiflcant period of time. 

Precise growth ranges are described in the report that has been 
distributed to you and can be seen in the perspective of recent years in 
an attachment to this statement. I should emphasize that all these 
data are on the basis of revised deflnitions for the monetary aggregates 
described in detail in appendix A of the report. These deflnitions 
incorporate some of the recently developed flnancial instruments that 
increasingly have been used in place of more conventional means of 
payments or claims on well-established institutions. As these new forms 
of "money" or "near-money" generally have been expanding rapidly 
in recent years, the redefined aggregates tend to have somewhat 
faster growth rates over the past few years than the comparable 
ablegates as previously defined. 

The FOMC's new growth ranges for 1980 should not be directly 
compared with results based on the former definitioi^ of the aggre- 
gates. What is significant is that the ranges for the newly d^med 
aggregates in 1980 are expected to result in further slowing of mone- 
tuy growth this year, followir^ some deceleration over the course 
of 1979. 

As I implied earlier, the behavior of interest rates and the degree 
of pressure on flnancial markets in the year ahead will depend criti- 
cally on the performance of the economy and the strength of infla- 
tionary pressures and expectations. Experience su^ests that if real 
activity in fact weakens, interest rates — particularly short-term 
rates — could tend to decline as demands for money and credit moder- 
ate. As inflationary forces tend to recede, the decline could be more 
pronounced and spread more fully into longer term markets. In those 
particular circumstances, such market developments would be con- 
structive, tempering any weakness in real activity, and tending to 
support investment activity in housing. At the same time, persistent 
restraint on monetary growth would oe consistent with our resolve 
to resist inflation. The other side of the coin is that continued strong 
inflationary forces, accompanied by bulging credit demands, would 
tend to keep flnancial markets under strong pressure — and that pres- 
sure ^ould confine and dissipate those inflationary forces. 

In either case, movements of short-term market mterest rates — such 
as ihe Federal funds rate — should not necessarily be token as har- 
bingers of a ftmdamental change in the stance of monetary policy; 
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that policy will, in any event, continue to be directed toward reining 
in excessive monetary growth. 

Let there be no doubt, the Federal Reserve is determined to make 
every reasonable effort to work toward reducing monetary growth 
from the levels of recent years, not just in 1980, but in the years 
ahead. 

The policy actions taken on October 6 of last year, which entailed 
changes in our operating techniques to provide better assurance of 
containing the growth in the money supply, were one demonstration 
of that commitment. And I can report that developments since that 
time with respect to monetary ana credit growth have been remark- 
ably consistent with our immediate objectives. 

We cannot conclude from those results that our procedures insure 
that money growth will always remain tightly on a narrow path over 
short periods of time, or that that is necessarily wholly desirable. 
From week to week or month to month, the relationship between 
bankers and the money stock is influenced by unpredictable shifts 
between different types of deposits and among mstitutions. There are 
transitory shifts in demands for money associated, for example, with 
tax refunds, strike, or the weather. Nonetheless, our new procedure 
should continue to give us better control over the monetary ^gregate 
and we are studying what, if any, other aspects of our institutional 
arrangements might be changed to enhance the efficacy of those 
procedures. 

The increase in the discount rate announced on Friday is another 
reflection of our commitment to keep credit expansion under control. 
The most recent data for overall economic activity have, as you know, 
been relatively strong. The inflation rate is currently responding to 
the new oil price increases. Stimulated in large part by international 
developments, indications are that inflationary anticipations have 
tended to rise once again, and in combination, these developments 
appear to be generating somewhat greater demands for money and 
credit. In the judgment of the Board, these developments undeiscore 
the need to take such measures as may be required to maintain firm 
control over the growth of money and credit. 

Sustained monetary restraint is not an easy, automatic, and pain- 
less solvent for our economic difficulties — the only claim I wiU make 
is that it is essential. It works, in part, by limiting the potential 
growth in nominal economic activities; that is, growth measured in 
current, inflated dollars. If other policies are working at cross-purposes, 
the restraint could be blunt, uneven, and decidedly uncomfortable, 
with too much of the impact in the short run falling on employment 
and income rather than on prices. 

Our aim must be otherwise. What all of us would like to achieve 
is as rapid a transition as we can manage to a more stable and pro- 
ductive economy — an economy in which we can have more real 
growth and less unemployment because inflation is dwindling away — 
on economy in which real incomes are rising, even though nommal 
wages are rising less rapidly — an economy in which we can compete 
effectively abroad without a weak dollar. 

That transition will be speeded to the extent all of us show, not 
just in our words but in our deeds, that the fight on inflation is, in 
fact, of the highest priority. We cannot expect that workers will 
long be restrained in their wage demands or businessmen in their 
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Ericing policies if they feel that the consequence of self-restraint will 
6 to fall behind in the race with their peers or their costs. We cannot 
simply rail at "speculators" in foreign exchange or gold or commodity 
markets if our own policies seem to justify their pessimism about the 
future course of inflation. We cannot reasonably bemoan low savings, 
historically high inteiest rates, and congestion in credit markets so 
long as the return on savings does not reflect the anticipated rate of 
inflation, and the Federal Government itself runs large deficits adding 
to the borrowing demands. 

Rising demands for wages and cost-of-living protection, anticipa- 
tory price increases, skyrocketing gold and commodity prices, sharply 
declining values in the bond markets — all of these are symptomatic 
of the inflationary process and undermine the economic outlook. But 
none of them is inevitable, provided we turn around the expectations 
of inflation. 

To achieve that essential objective will require sustained discipline, 
not just in monetary policy, but in other areas of public policy. That 
discipline will certainly need to be reflected in the budgetary decisions 
of this Congress. 

In that connection, I fully appreciate the need for structural reform 
and reduction in taxation. Partly because of inflation, the total tax 
take, relative to GNP, is reaching a new peacetime high, discouraging 
investment, adding to costs, ana blunting incentives. We do need to 
reverse that process. But the President nonetheless seems to me 
correct in emphasizing that the time has not yet come for tax re- 
duction. Budgetary balance is neither here nor in prospect. Tax 
cuts, to put the point simply, need to be earned by spending restraint. 
That is where the challenge lies. 

Beyond the broad decisions about monetary and fiscal policy, 
there is much more that can be done here and now to speed up the 
process of restoring price stability. For instance: 

We can curtail more decisively our dependence on foreign energy, 
even at the expense of increased costs in the short run, because the 
alternative is to have still higher prices imposed on us by foreign 
suppliers over the indefinite future. 

We can move to eliminate the impediments to competition still 
imposed in some industries by government r^^ulation. 

We can revise legislation that tends to ratchet up wages at the 
expense of employment. 

We can review the mass of environmental safety and consimier 
regulations to make sure these worthy objectives are reached without 
undue impact on costs. 

We can resist pressures to protect industries from foreign com- 
petition, particularly those industries with relatively high wi^e 
structures and w^e settlements which have been sluggish in respond- 
ing to the changing needs of the American consumer. 

The list is neither exhaustive nor new. We have been slow to act 
because so much of it seems to cut across the grain of pohbicol sen- 
sitivities and, taken individually, many of the measures will not have 
a dramatic effect. But taken together, the effect would be lai^e and 
none of it is out of keeping with our basic objectives in either economic 
or social pohcy. 
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I sense we are rightly coming to the conclusion that accelerating 
inflation, declining productivity, and enei^ dependence are not 
sustainable options for the United States. In concept, policies to wind 
down inflation have wide support. What remains is the challenge 
of converting intellectual consensus into practical action. 

The Federal Reserve has a key role to play in that process. We 
intend to do our part — and to stick with it. 

[Mr. Volcker's prepared statement on behalf of the Board of 
Governors of the Federal Reserve System appears along with the 
referred to report entitled "Monetaiy Policy Report to Congress 
Pursuant to the Full Employment and Balanced Growth Act of 
1978":] 
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statement by Paul A. Volck«e 
Chairmani Board of Governors of the Federal Reserve System 

I wslcome this opportunity — iny first — to appear before 
this Committee to discuss the Federal Reserve Board's semi-annual 
report on monetary policy, Aa required by the Full Employment 
and Balanced Growth Act of 1978, that report presents the 
objectives for monetary growth adopted by the Federal Open 
Harhet Committse for the coining year and relates those objectives 
to economic trends over the past year and to the outlook for the 

In presenting the rsport to the Committee, t would like 
to make a few more personal remarks about the direction that 
monetary policy is taking and how those policies fit into a 
broader framework of action to deal with the evident problems 
of the economy. 

The first point that I would onphasize i» that the near- 
term outlook Cor real economic activity and employment remains 
highly uncertain. It never has been easy to forecast the 
direction of aggregate activity around cyclical turning points, 
and, as one prediction of imminent recession after another ha* 
gone awry, the past year has been a particularly humbling expe- 
rience for economic forecasters. 

Important uncertainties continue to cloud the outlook for 

faced with lower real incomes and expecting higher prices, will 
spend an extraordinarily high proportion of their 
» despite heavy debt burdens and reduced liquidity. Purchasing 
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power ii again baing absorbed by sharply higher oil prices, 
and there is no assurance Ghat that process will quickly come 
to an end. The President has, of course, submitted his budget 
for fiscal 1991. But international political developments have 
raised some new questions about prospects for defense spending 
in the years ahead, and there are uncertainties about other 
•lenents in the budget as it makes its way through the Congress. 

In looking ahead and making judgments about these and other 
questions, most members of the Federal Reserve Board have shared 
the view of the Administration and most other economists that an 
economic downturn will probably develop sometime this year. 
However, such a result is by no means inevitable and many fore- 
casters appear currently to be raising their sights. 

Unfortunately, the range of uncertainty with respect to 
inflation is one of how much prices will rise, not whether. 
Price increases, at least as recorded in the most widely read 
indexes, could well accelerate in the first quarter partly because 
the latest round of oil price Increases will be reflected in those 
numbers. The real question is how much progress can be made in 
reducing the inflation rate in the latter part of the year. 

In the past, at critical junctures for econmnic stabilization 
policy, we have usually been more preoccupied with the possibility 
of near-tenn weaXness in economic activity or other objectives 
than with the implications of our actions for future inflation. 
TO some degree, that has been true even during the long period 
of expansion since 1975. As a consequence, fiscal and monetary 
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policies alike too often have b*eR ponatuceXf or excessively 
•timulatlva , oc Insufficiently cestrictivs. The reiult ha> 
been our now chronic inflationary problem, with a growing 
conviction on the part of many that this process is likely to 
continue. Anticipations of higher prices themselves help speed 
the inflationary process. 

Nor can w« demonstrate that the result has been beneficial 
in terms of other objectives. To the contrary, unemployment has 
been higher in the 19T0's than in earlier decades. Productivity 
growth has declined. Capital spending has not kept up vith the 
needs of a growing labor force. Financial markets have been 
disturbed and depressed, and institutions responsible for a 
substantial share of niortgage financing are coming under strain. 
The recurrent wealcness of the foreign exchange value of the dollar 
has undercut our economic stability at hone and our leadership 

The broad objective of policy must be to break that ominous 
pattern, that 1* why dealing with inflation has properly been 
elevated to a position of high national priority. Success will 
require that policy be consistently and persistently oriented to 
that end. Vacillation and procrastination, out of fears of 
recession or otherwise, would run grave risks. Amid the present 
uncertainties, stimulative policies could well be misdirected in 
the short rum more importantly, far from assuring more growth 
over time, by aggravating the Inflationary process and psychology 
they would threaten more instability and unemployment. 

The implications for monetary policy are clear. Mhile there 
may be legitimate debate about the in^acts. of monetary policy in 
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the ahort riin, thmre La lltcle doubt that inflation cannot 
p«r«i«t In tha long run unless it Is acconmodated by excessive 
•xpansion of nonoy and credit. Put more affirmatively, restraint 
on growth in noney and credit, maintained over a considerable 
p«riod of time, must be an essential part of any program to deal 
with entrenched inflation and inflationary expectations. Accordingly, 
I see no alternative to a progressive slowing of growth of the 
monetary aggrsgat«« to lay the ba«« for restored stability and 

Th« 1980 growth ranges established by the Federal Open 
Market Conmittee for the key monetary aggregate* are In line 
with that basic, continuing objective. In the short run, we 
believe those targets are fully consistent with an orderly 
process of economic adjustment and modest growth, provided the 
inflation rate subsides as the year wears on. He also believe 
tbat, should inflationary pressures begin to build nore strongly 
in the context of strengthening donand, those same targets would 
in^ly strong financial restraint. In fact, the restraint implied 
by the new targets would be inconsistent with higher rates of 
inflation over a significant period of time. 

The precise growth ranges are described in the Report that 
has been distributed to you, and can be seen in the perspective 
of recent years in an attachment to this statement. I should 
emphasise that all these data are on the basis of revised definitions 
for the monetary aggregates, described In detail In Appendix A of 
Che Report. These definitions incorporate some of the recently 
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developed financial instruments that increasingly have been 
uaed in place of more conventional means of payment or claims 
on well established financial Institutions. Because these new 
forms of 'money* or "near money" generally have been expanding 
rapidly in recent years, the redefined aggregates tend to have 
somewhat faster growth rate* over the past few years than the 
comparable aggregates as previously defined. (The aggregates 
as previously defined are shown in Table II attached.] The 
FOHC's new growth ranges foe 1980 should not be directly 
compared with results based on the former definitions of the 
aggrsgates. Hhat is significant is that the rimges for the 
newly defined aggregates in 198 are expected to result in 
further slowing of monetary growth this year, following some 
deceleration over the course of 1979. 

As I implied earlier, the behavior of interest rates and 
the degree of pressure on financial markets in the year ahead 
will depend critically on the peEfotmance of the economy and 
the strength of Inflationary pressures and expectations. Experience 
suggests that if real activity In fact weakens, interest rates — 
particularly for short-term instruments — could tend to decline 
as demands for money and credit moderate. As inflationary forces 
tend to recede, the decline could be more pronounced, and spread 
more fully into longer term markets. In those circumstances , «uch 
market developments would be constructive, tempering any weakness 
in real activity, and tending Co support investment activity and 
housing. At the same time, persistent restraint on monetary 
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growth would be consistent with our rsBOlve to rs«i«t inflation. 
The other aide of the coin is that continued strong inflationary 
forces, accompanied by bulging credit demands, would tend to 
keep financial maclcats under strong pressure — and that pressure 
should confine and dissipate thoae inflationary forces. In either 
case, raoveraenta of sfaort-tenn market interest rates — such as 
the federal funds rate -- should not necessarily ba taken as 
harbingers of a fundamental change in the stance of monetary 
policy; that policy will in any event continue to be directed 
toward reining in excessive monetary growth. 

Let there be no doubt; the Federal Reserve is determined 
to make every reasonable effort to work toward reducing monetary 
growth from the levels of recent years, not just in 19sa, but 
in the years ahead. 

The policy actions taken on October 6 of last year, vAlch 
entailed changes in cur operating techniques to provide better 
assurance of containing the growth in the Rtoney supply, were 
one demonstration of that oommltment. And I can report that 
developments since that time with respect to monetary and credit 
growth have been remarkably consistent with our immediate 
ob j ectlves . 

We cannot conclude from those results that our procedures 
ensure that money growth will always remain tightly on a narrow 
path over short periods of time, or that that Is necessarily 
wholly desirable. From week to week or month Co month, the 
relationship between bank reserves and the money stock is 
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Influenced by unpredictable Bhifts between different type* of 
deposits and among institutions. There are trimsitory shifts in 
demands for money, assoclatad for example with tax refunds, strikes, 
or the weather. Honethelass, our new procedures should continue 
to five us better control over the [ttonetary aggregates, and we 
are studying what, if any. other aspects of our institutional 
arrangements might be changed to enhance the efficacy of those 
procedure* . 

The increase in the discount rate announced on Friday 1* 
another reflection of our commitment to keep credit expansion 
under control. The mo*t recent data for overall economic 
activity have, a* you know, been relatively strong, and the 
inflation rate i* currently responding to the new oil pric* 
increase*, stimulated in large part by international develop- 
ment*, indications are that Inflationary anticipation* have 
tended to rise one* again, and in combination, these developments 
appear to be generating somewhat greater demands for money and 
credit. In the judgment of the Board, these developments under- 
score the need to take such measures as may be required to maintain 
firm control over the growth of money and credit. 

Sustained monetary restraint is not an ea*y, automatic, and 
palnleas solvent for oux economic difficulties — the only claim 
I will make is that it is essential. It works, in part, by limiting 
the potential growth in nominal economic activity — that is, growth 
measured in current, inflated dollars. If other policies are working 
at cross purposes, the restraint can be blunt, uneven, and decidedly 
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uncomfortabla, with too nuch of the impact in the short teon 
falling on employnient and income rather than on prices. 

Our aim tmiat be otherwise. Hhat all at us would like to 
achieve is as rapid a transition as we can manage to a more 
stable and productive economy — an economy in which we can have 
more real growth and leas unemployment because inflation is 
dwindling away — an economy in which real ineonas are rising 
even though nominal wage* are rlting lea* rapidly — an econotny 
in which we can conpete effectively abroad without a weak dollar. 

That transition will be apeeded to the est*nt all of ui 
■how, not ju*t in our word* but in our deed*, that the eight on 
inflation is in fact of Che highest priority. He cannot expect 
that workers will long be restrained in their wage demands, or 
busineasmen in their pricing policies, if they feel the consequanc* 
of s*lf -restraint will be to fall behind in a race with their peers 
or thalr coat*. He cannot sijoply rail at 'speculators' in foreign 
exchange, or gold, or commodity markets if our own policies seem 
to justify their pesaimism about the future course of inflation. 
He cannot reasonably beraoan low saving*, historically high interest 
rates and congestion in credit market* so long as the return on 
savings doe* not reflect Che anticipated rate of InClaClon and 
tbe federal Government itself runs large deficits, adding to 
borrowing demands. 

Rising demands for wagea and cost-of-living pcotsction, 
anticipatory price increases, skyrocketing gold and commodity 
prices, sharply declining values in the bond markets — all of 
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these are symptomatic of the inflationary E)rocess and undsrmine 
the economic oucloolc. But none of thecn are inevitable, provided 
we turn around Che expectations of inflation. 

TO achieve that essential objective will require sustained 
discipline, not just in monetary policy, but in other areas of 
public policy. That discipline will certainly need to be 
reflected in the budgetary decisions of thi» Congres*. 

I Cully appreciate the need for structural reform and 
reduction in taxation. Partly because of inflation, the total 
tax take, relative to GNP, is reaching a new peacetime high, 
discouraging investment, adding to costs, and blunting incentives. 
He need to reverse that process. But th* President nonetheless 
seems to me correct in emphasizing that the time has not yet 
come for tax reduction. Budgetary balance is neither hers nor 
in prospect. Tax cuts, to put the point simply, need to be 
earned by spending restraint. That is where the challenge lies. 

Beyond the broad decisions about monetary and fiscal policy, 
there is much more that can be dona here and now to speed up the 
process of restoring price stability. For instance: 



We can curtail more decisively our dependence 
on foreign energy, even at the expense of increased 
costs in the short-run, because the alternative is 
to have still higher prices imposed on us by foreign 
suppliers over the indefinite future. 
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We can move to eliminate the impediments to 
competition still imposed in some industries 
by govecninent regulation. 

He can revise legislation that tends to ratchet 
up wages at the expense of employment. 
We can review the mass of enviconmsntal, safety, 
and consumer regulations to make sure these worthy 
objectives are reached without undue impact on costs. 
— We can resist pressures to protect industries from 
foreign competition, particularly those industries 
with relatively high wage structure* and wage settle- 
ments which have been sluggish in responding to the 
changing needs of the American consumer. 

The list is neither exhaustive nor new. we have been slow 
to act because so much of it seems to cut across the grain of 
political sensitivities and, taken individually, many of the 
measures will not have a dramatic effect. But taken together, 
the effect would be large and none of it is out of keeping with 
our basic objectives in economic and social policy. 

I sense we are rightly coming to the conclusion that 
accelerating inflation, declining productivity, and energy 
dependence are not sustainable options for the United States. 
Xn concept, policies to wind down inflation have wide support. 
What remains is the challenge of converting intellectual consena 
into practical action. 

The Federal Reserve has a key role to play in that 
process. We intend to do our part — and to stick with it. 



„GoogIe 



Sroucb of Eha Navly Defln 



„GoogIe 



„GoogIe 



Board of Govemorsof the Federal Reserve System .-^^S Hafe j- 

Monetary Policy Report to Congress 

Pursuant to the 

Full Employment and Balanced Growth Act of 1978 

Febnjaiy 19, 1980 



DigilizedbyGOOg Q 






Letter of Transmittal 






,y Google 



TABLE OF CONTENTS 



1 Reserve Poller "nd the Outlook for 1980 
n 1, The Objeetlwee of >tonetHry Policy In 1 
n 2. The Growth of Money and Credit In 1980 
n 3. The Outlook for the Econony In 1980 
n 4. The Admlnlac 



i Che Elelatlonshlp of the P 
y Objectives to th 



r 2. A Review of 



App«aJlx A Dei 
Appendix B Dei 



tion 1 


Overv 


lion 2 


EconD. 


tIon3 


Prices 


tloni 


Labor 


tIon5 


Donea 


crlptl 
crlptl 


ZTl 



:w of Developnents 
Econonlc Activity in 1979 



gn Exchange llerke 
he Newly Defined 


(anecary Aggrega 


he Ne. Procedures 


for Controlling 



db,Goog e 



E FOLICT AND THE 



pnncY IS i^ao 



FT«qu«ntly In the pa it the 



■ee«ed-'-perhB pa 
■troDgly to ence 

■oat forecuters 
but the receiilo 



a hat 
tentlofiB and thi 



mty bring Incref 
It !■ IBC Hithlr 
thcM uaeertalnlli 



leclitens about ■tablllutlon poller 

« doMB to ■ choice of boo 
'Ctard «ipanileD. Declsloii'aakers 

auggotfd that the econoay !■ on the Terge of 
not appeared. Over the ■■■« period Inflation 



the poaalble econosle affi 
ipecta for itarld all pric) 
)Tld toward the dolli 
irtlona of tradl 



ippllea to the attitude a 
ind Che threat that 
I pending and saving pactama* 
poller CO ceaolve all of 
id te enaura a fully aatlafactory aconoald perfaraance. 

the apprriprlate direction for policy la clear. The 
the Bonetary and flaeal aotharltlea can aaka la to lapart 
atablllty In policy and In the econoalc enrlronenc. In 
clTCuaatancea, that raqulrea an approach that provldea eaauranc* that 
iflatlon Hill be arretted. Inflation not only rcpraaenta 
if the currant bualneaa expanalon, 
.he heart of aony of tfaa longar-ranga prableaa of tha 
•GORcay, aueh a* the Inadequacy of buslnesa capital foraatlon, and the related 
doellnaa In tha productivity and laal aamlng* of taerlcan vorkeis, ani the 
Tnlnarablllty of the dollar In foralgn exchange aarkata. 



„GoogIe 



Monetary policy clearly ha* ■ oaji 
of ptice stability. RegardleH of the aouri 



expandlturas 1b aceoanodal 
courae. In 1980 and beyond 






.ong tun only If 
through acme la 



■iBEd at nrlnglng 



should 
nils c ion* rr policy 
restraint on growth In the supply of 
Kith an easing of conditions In f: 
eradlt Hsakoo. Thar uould pi 
help assure the avoidance of 
other hand, inflationary prsi 



daaiping the eiipansion o1 
daallng with tha tnflat 
b« oatartally anhanced : 



Lnflat 



lUppOl 

lulatlng, 



Ing higher level of do 
an. The Federal Reaar 



the Inflation out of the 



Liring 198D~as nany 



itance repreiented by c 
•dit HDiild b« con 
, aa ddunds for 
moBlc activity. 

;ap«nlng downawlng. 1 
policy ot reBCtBlned g 



erious econoBlc dlsi 



Lng pollclaa la In their 
< nation as a whole. 



„GoogIe 



U 2. THE GROWTH Of tlOWEY AND CBEDtT IH 1980 
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military hatduare, but eipectacloosl lapscta on eaptoyaenc, producclon, end 
private apending can emerge fairly quickly. 
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SECTIOH t. THE AIMIRISTIUT ION'S SHORT-TERM ECOHOHIC GOALS AND THE 
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A REVIEU or RECENT ECONOMIC AHD FIKUKIAL DEVELOMENTS 
SECTIOH 1. OVERVIEH OF DETELOPMEWTS IM 1979 

One yen ago, the Federal Reaerve reported to the Congme, ■■ 
reqalred by the Full EaployHot and Balanced Growth Act, Ite objectlm for 
1979. The Board indicated that. In light of growing preaaurea on laaourca 
aTBllabllltTi a nodaratlon In the rata of econoalc expanilon uaa aaaantlal 
if InflatioiUTT forcei were la ba contained. The pace of price advance had 
alraady accelecated over tha preceding year, and It vaa recognized that It 
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ECQHOHie ACTIVITY IH 1979 



EconOBlc setlvitj ir*tl(t*na only a nail 2*1° !■■< yaar, tollovlag 
■C foul yaars of brlak •xpaaiion. laal troaa utlooal product iocraaMd 
[ one ptrcanc over tba four quarters of 1979; induatrlal production to** 
I early in the year, but then edged off, flnlahlng the year Juat oartln- 
above Che Decesbel 1978 1*t*1. Two fundaaental factors eurted a par- 
ve daaplng Influence on sggragace private deaand: a near doubling of Che 
age cosC of tnporced oil, lAlch drained Inccae to foreign producer* and 
erbated underlying Inflationary pressures, and a poatura of Increasing 
restraint on the parts of nonstary and fiscal policy to eontali 
■utes and to prerant a woTsenlog of long-range price trends. 

s vers tending to oodsrate growth of output and 

t unexpecccd shock*. In Ct 
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In Cha spring, real GNF declined apprec 
ruptad produeclon and cianBporcatl< 
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■gain In the final BOBths of th* year, aa the apeclal elesent* of str*n(th 
In the third quarter dissipated and th* bsaic resttelnlng influence* Id the 
econoay doalnsted. 
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Anong the najor sectara of the •coaaiiy. cha greattsc veaknets 
dug 1979 ma In reiUenclal conatTuctlon and consmer durablea. Hila 

a typical of perloda uhen aggregate actlvlcy levels off, pectlculailr 
a IB a rlghCenlng of financial urkets, aa there uaa laat year. In 
79, however, the aoftneea of spending on consunet durables vaa exacerbated 
B of gasoline price and supply develnpnenta on the demand for 

Conauner apendlng on other Iteaa proved quite robust, and total 
iBptlon expenditures rose even though real disposable Incoaa uaa 



Ing polnta, posttd a mall real gain In 1979| 
an econOBlc alovdowi uaa uldely antlclpacad, f. 
■tocka, and despite the problena of the ai 



Cover 



outli 



Ich nonaallT lags cyclical turn 
the saae tlae, perhaps becaui 
la maintained a tight rein an 

ware flat in 1979, reflcct- 
t on taxes and apendlng. 






rtly public aentlaent for r 
irea of strength Has the int 

illy as a result of the 
axpanaion of foralsn acoiianleB and the continuing effects on 
nporta of past exchange-rate changes, 
lunpllon Expendtturea 

'1/2 percent during 1979, conpared ulth 
irlylng the wakaesa in consiaier apend- 



conauaer outlays gr 
t gain during 1978. 



sable 






only 1/* percent during 1979 after ilaing 4-1/4 percent In the pracedlns year 
Growth of noalnal Incone alowsd significantly, and houeahold buying pouec 

by accelerating inflation and by the rise In tax burdens 
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a and to the Incecectloa of I 



All of the 1 
half of the year iiAen 
Icall7 lov le>el(. 71 
3-1/4 percent— one pei 
tecord low. The rise 

noiaal ■ pending pattei 
tetpoDse to falling si 



Indeed, the higher sell 
future period*. 



he BSYlng propensities of households fell to hlstor- 
personal saving rate In the fourth quactec Has about 
^ntage point less Chan the previous post-Korean Uar 
L consunet spending after nld-yeat uas to sone extent 



asocuted H 


th rec 


uggests tha 


there 


mat such a 


ecllne 


trength of 


aflatlo 


allty. In 
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ess eagerne 


■ to pu 






credit avallabUley. Gl« 



ured by opinion surveys, began to de 
eachlng levels that In the paal have 
Previous experience with these surveys 

, which ancouraged a buy -in-advance Be 



it the y 

durable g 



r, hoveTer, consiaers began to exhibit 
ds in anticipation of future price 

J reduced liquidity of Che household 
sector aasoclated with further heavy borrowing In 1979, a turn Coward soae- 
HhsC Bora cautious spending patterns would not be at all surprising. 
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I (or r«»ld«ntul coiutructloB, . 

'9; given the ■■gnllude of the r 

1 BodeaC decline by Matorlcal 

Ined by underlying dcBographlc t 

tlon and ripld houtChald for 



effects of rising houaa prlcee 



end Bortgage Interea 
> to cllab Bteeply, h 



he potentially 
red it avallablJ 



d ability o: 



houBing a 



£ 1978. Start 



t dollara, fall 



ition — and by the grow— 
don hedge. The coablned 

cauaad the Monthly 

a were Hilling 

At Che asu tlK. 

It rates on ooTtgage 
iuch inatitutional develop- 

ipeta foT lendabla 



^ably anallorated by 
of thrift Inacltutlona 

If 6-nanth noney Htket cartlflcaCea, 

ivaraged 1.8 Billion, at an annual rate, 

1979, down fron the 2.1 nllllon pace In 
ell to about a 1.5 nillion rate In Novenbei 

:gage credit tightened dranatlcally in ceaponse lo the October 6 monetary 
.OTIS by the Federal Reserve. Kane sales also fell In the closing aontha 
:he year, and prices gave aone sign of leveling off. In contrast, though, 
:he 1973 housing dounturn, builders are not aaddlad with outslied invcn- 
.es of unsold units and rental vacancy rates generally are very low. 

Over the course of 1979, single fanily starla fell alnoat a third 
I the very high level of the preceding year. Starts of nultl-fsally untta 
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declined only 10 pcTccnt. An IncieiM In icarts of aulCl-taUy uolca buUt 
far lal* ■■ condoalntuu at coopcrattvei ns urc than offseC by ■ declloa In 
untubddlied cental unlta. Building under the Section B rental-cubaldy pro- 
ITiB of the DcparCBent a( Houelnt and Urban Developaant accounted for one- 
qiurter of alt aultl-faally unlta, about the Baae propoction aa In 1978. 
Buatneaa Spending 



Spending policies of buslnesaes m 


re generally cautious last year 


aa fine, anticipating Bone slowing of Bale 


. acte-pted to avoid creating 


excess caiiaelty or accuaulatlng untuated in 


eatoriaa. Real buslneaa fixed 


InveatBent rose only 1-3/4 percent during 1 


79 conpared with 10-1/2 percent 


In the previous year. As b«s been comon 1 


the advanced stages of econoalc 


expanalona, apendlng Incraaaea were concent 


ated In structuleB, for which 


there U » long lag between the fomulatlon 


of plana and the coapletlon of 


new facllltlesi earlier In the expaoalon, c 


pttal spending had been doalnatc 


by ahorter-llved producers' durable equlpae 


t such as Crucka and fleet auto 


Noat of tha advance In nonresidential stroc 


urea during 1979 waa for com«c 


clal and Industrial bulldlnga. InveBUent 


n aqulpaeot waa little changed 



■oror vehicles. 

Given the continuing need for nt 
end thereby to alleviate Inflationary prei 
standards, the level of bualneaa fixed Int 
daslred. After allowance for replacaent 
the nation' a capital stock uas snail. AC I 
stock of bualneaa fixed capital to the ilzi 



i aircraft offsetting declines In 

capital to lapiove productivity, 
jrea and to aupport rlalng living 
itnent last year left such to be 
iqulreoente, the net addition to 
K end of 1979, tha ratio of the 

of the labor force differed 



little froa Che 1975 1 



trael, the capital -labor r 
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e of 2.7 parci 

ccM p*r c«pli 
.rally al 



■r. Total torentory Invcalnent In 
> flrac half of the year, hoMevec, 



t th* dacad* af Ch« 1960s, when 
rapidly. 



dollata did accelerate during 
reflecting prlnarlly an inventory !■- 

coBblned production cutbacka with price liicantl««a to bring atocka back lota 
line rith aalaa. Ontalde of the autoubUe Induatrf, bualnaaaea generally 
aucceeded lo controlling Inventor; poaltlona throughout 1979. Thta goal he- 

raCea rose subatintlally, IncreaalnR Inventory carrying costs. By year-end, 
the real atock-salea ratio for aanufacturing and trade was in the nonul range, 
■uggeatlng an absence of the kind of Inventory labalances that frequently have 
aggravated receaalonary tendenclea In the paat. 
Govenaaent Sector 

Govement outlays for gooda and aervlcea were about unchanged 
during 1979 following a nodecace rise during the prevlou* year. Public aeotl- 
ment for apandlng restraint continued to affect declalon-aaklng by all levela 
of governBent; federal fiscal policy was additionally Influenced by the need 
to avoid any aggravation of Inflationary force* in the econoay. 

Seal federal purchases grew about one percent during 1979, aa higher 
defmae spending nore than offset alowar outlay growth in the strategic petro- 
leiB reserve and fara price support prograna. Total federal eipendlturea — 
Including transfers— racorded a faster rate of growth In 1979 than In 1978, 
owing in part to a large aid-year cost of living Increase tor social aacurlty 
recipients and to higher Inteceat payaenta on the public debt. HowevaTi 
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■ent budget surplus, 



D noDlnal locoaea aitd piavlaualy legislated In- 
iluble rlH In federal tax 
It, tha federal budget deficit— on a national 
Ined conalderably ovet the year. The high enploy- 
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BtnC growth; the Ini 
the previous year bi 
Teeorded earlier in 
the fiscal position of 
gronh fell far 
many goraTmenti 
the growth of Incoae 
Itias shoMd their f: 
Insurance funds) In i 



psrfor 
net export* increased a 
deficit, althou^ amllen by a $18 b 
oil, was $29 bllllan In 1979, $S bU 



: and local level, r< 
irlng 1979 fol loving 

was particularly de 
ibllc works and publ 

also Bttenpted to lli 
iBSe in enployaent i 

Has considerably 1> 

L and locall 
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n aggregate deoiand. 



cable 
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:ssed following federal cutbacks 
■BployBont prograns. Mori 
Lt spending by holding down 
Ing 1979 was about tha sani 

.n the pace of spending. 



rated 1 



cnnaisptlon Italted 



iperatlng deficit (budget 



Icea were the only aajor sector that 
79 as In 1978. On a CNP basis, real 
last year. The U.S. aerchsndlae trade 
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The valuBfl of axparca continued to eipand rapidly during the paet 
year. Agrtcultuial exports Junped to recotd rates in the seeood half ai 
drought Id the Soviet Union and Eaateln Europe boosted sales. More inpor- 
tantly, the voluH of nan agricultural exports roae about 12 percent In 1979; 
U.S. producers benefited fron an Inproved conpetltlve position brought about 
by the depTeclatlon of the dollar In 1977 and 1978 and fcon relatively robuai 
econoalc groulh abroad. 

In contrast, U.S. Inport denand was danped by the sluggish perfor- 
mance of dooestlc Income and Industrial production. Imports other than ail 
rose only nargloally in volume terma In 1979, although foreign auto pro- 

[fted toward fuel-efflcIenC cars. At the same time, the voluae of oil Im- 
s virtually unchanged from the 1978 level, "1th reduced consumption 
letting the impact of a rebuilding of Inventories. Uorld oil prices. 
Mining flat for txo years, Jiaped sharply. The average cost per 
rral of Imported oil In December, 1979, vaa S7 percent above Che level at 
e end of 197S. By the fourth quarter, U.S. oil Imports Here at an annual 
te of $75 billion, compared with a $43 billion rate a year earlier. 

The current account, uhlch was In deficit by about $1« billion la 
ch of Che tuo previous years, uss roughly In balance In 1979. Net recelpti 



c the m 



dcfici 






o(f- 



I dire 



was especially strong, reflecting continued economic expansion abroad, the 
favorable effects of the 1977-78 depreciation on the dollar value of foreign 
proClts, and the surge In OTecseas earnings of U.S. oil coapanlea. Total 
earnings on U.S. direct Investments abroad were on the order of $37 billloni 



„GoogIe 




„GoogIe 



-31- 

perhaps halt of thai* ■amlng* wan talnvaated abraad and thacafore racordad 
■lao as an ouIflOH of U.S. private capital. Earnlnga of faralgn direct Inve 
■ent* In tha Onltad Stataa atao roa«, but tha; ara on a Kuch aullat Kala. 
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In 1979 price! advanced at historically high ratal, pTlaarlly ai 
■ raanlt of praaaucea liom anariy and labor coat*. The flxed-mlghtad piles 
Indai for groaa doaaaClc hualnaaa product, a brood Beaaure of aggragate prtcea, 
roaa about 10 percent during 1979, a paca aore than 1-1/4 percentage polnta 



above the prerlaua jti 
even Borei the flnd-valghi 



Rapid tncreaaei 
ducta, doBlnated Inflatli 
under long-ten coacracti 
ol 912-91 per barrel In I 
barrel one year later. I 
trlea and production cuti 
were considerably above ofl 
urket the Producer Pi 
1979, reflecting both 
Initiation of the Ada! 



if Increaae. Other price aaaauree incraaaed 

Ice Index for pereonal conaiaptloa cxpendl- 

tbe Conawar Price Index Increaaed 13-1/4 

ituean these two Indicator* reflecting aalnly altar- 

if hDHownershlp coati. At the producer laral. 

lods were up about 12-1/1 peccant over tha cauraa 



Icea, particularly for petroleiB pro- 
■ during the year, lapotted oil priced 
froB an offlcUl OPEC contract price 
prices ranging froa $24 to $30 par 
ockplllng of petcolciM by sone couo- 
ceaulted In spot urkat pclcea that 

I. At the aeaa tlM, In tha U.S. 
crude oil va> up about SO percent durlog 
BH for doaeitlc uncontrolled oil and the 
decontrol prograa an June 1. 
ieaced In petroleua prices had slgnifl- 
Retall gaaellna prices rose norc Chan SO 
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In itm»a4 thtt ■■> aCCilbutible both to conMTvatlon and to aild wMthac lata 

In ch« yaar. In addition, ilalng enaigy eoaca lad to faat) 

for a nuabar of othat conavAar gooda, Including cranaportaClon a 

naldantlal rent*. At tha pioducer level, prlcca o( looda auch aa Induatrlal 

chaalcala and plaatlca alao leflaccad cha ataap runup In energy coala. 

In contrait to energy prlcea, food pTlcea Incraaaad laaa aharplr In 
1979 than In 197S. Oral the four quatcara, conauaac food prlcaa roaa lO-i/4 
peccant, folloolng an 11-3/A percent Ineceaae In 1978. Although baaf Tculaed 
In relatively abort aupply during 1979, the gcaatar availability of other 
■aati and poultry contributed to aoae deceleration of food prlcea during tha 

Inflationary pceaaurea paralatad in aectora outalde anargy and food. 
Prlcea of conauner gooda excluding food and energy accelerated during 1979: the 
FCE fixed-Wight ad price sub-Index for auch Iteaa roaa 7-3/* percent In 1979 
coapared with 7 percent the prevloua year, end the corresponding CFI aub-indai 
roaa at an even faster rate. Prices of capital aqulpnent and nonrealdentlal 
structures roaa at a faster pace In 1979 than In 1978. Price aovcMnta in 
coBOdlty narkets Here quite volatile throughout the year and reflected eon- 
aiderable apeculative activity related In part to international political aitd 
military tenalona. 

Wage Increases In the nontara bualneaa aector aoderatEd vary allghtly 
to S pareant In 1979, coapared ulth 8-1/2 percent the year before. Ccapenaa- 
tlon per hour, uhlch Includes fringe benefits and employer contrlbutlona for 
social Insurance as veil aa wagea, roae alaost 9 percent, juat ■ shade leas 
than in 197B. The Adulnlatrat Ion's voluntary pay standard probably restrained 
the advance in ecapenaatlon aoiMiihat In tha face of accelerated price inflat<:ii( 
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SECTIOW *■ LABOR (WtlXTS . 

The dound for labor tenBlned quite strong In 1979, 
•lugllaboasa of output groiith. Flraa experiencing gains In ai 
their payrolla, Hhlle thoae ancounteilDg dlpa In the dnand t< 
ucta erldentlf candcd to retain their wikera — vlth the negat: 
lot productivity and unit labor coats noted In Che preceding Bectlan*- Ovai 
the ;raaE as uhole, the niaber of uorkars on the payroll* of nonfan ai 
■enta Increaaad 1.1 oUllon, lesa than in 197B. but nonetheleaa a slu 

The salor area of greatest strength In hiring waa the aerrlt 
Hhata aaployoient rose fairly steadily throughout the year. HanufacCui 
rolls. In contrast, declined slightly In the second half of 1979. Thli 
ness use concentrated anong durable gooda ploducera, eapeclally In the Botor 
vahleles and steel Induatrlea. By the end of the year, about 130,000 auto 
wrkera Hera on Indefinite layoff. 

The atrength of labor denand In the service aector say help to 
explain the large increase In the nuaber of uooen in tha labor force last 
year. Kany of the occupational groups In the aervlce aector traditionally 
h«¥* had high proportions of feaale mrkara. Mult wnan have accounted for 
a large percentage of labor force growth In the past aavaral yaara, and this 
pattern continued in 1979, uhen they accounted for tBo-thlrdB of the expan- 
sion in both the tabor force and total enploynent. 

The overall labor force participation rate grev leaa rapidly in 
1979 oo that the aaaller Increaaa In onplaynant »s still sufficient to hold 
the ua<aploy*tBt rate alnost constant throughout the year, at about b,H per- 
cent. This ia a leval that, given the coaposltlon of the work force and othe- 
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characteristic* of tb« labor Backi 
with relatively tight Irtor auppl: 

continued ta report difficulty 
slstittlcol Indicators of laboi 
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. Certainly, the proportion of the popu- 
IBC high during 1979, and atmf eaployete 
finding well qualified oorkere. Soae 



taucneaa did, howevt 
: year progreaaad; fc 
, the uneaploynent ral 

when Che unanployBenl 
ly reflected layoffs : 



There tiera no algalflcanc c 
of unenployiient. The joblei 
teenager! baira not laproved 
This January, the nonwhlte ii 
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percent. Tbe unaploynent r 
the lenl for whites, and ta 
Claea Che rate for adults. 
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Over the course of X979, Interest ra 
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rose 2-1/2 to 3 percentage polnta. In long-te 
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Tlcldi IncriMOd 1-1/2 to 2 
tlonal hoaa Kirtgoga loans i 
ten ratas hava fluctuatwl t 



polnta, and Incaraat ntea on eosran- 

lout i-1/2 percantage polnca. Shore- 
' yeac-and lavela during Iba paat aava 



Hcaki, but bond ylalda have rlaan to ncu hlgha, appaTcntly at laaac paiay In 
leFlcctloD of concetaa about the conaequence* of ■ poaalbla (tap-up in dafsoaa 
■pandlng on Che federal budget and Inflation. 
Monetary Attregataa * 

The iiajor aonetary aggregatea gte« aore iIohIt In 1979 than tb«y 
had In 197S. Aa say be aaen In the chart on page H, the deceleration uaa 
H-1. The Fedaral Open Market Coaalttee 
range of 1-1/2 to 4-1/2 percent for growth 
ta) la the year ending Hlth the fourth 

cated to the Congteaa In Ita Initial raport 
na* aatliuced that growth in M-1 during 
hree pcccentage polnta by the ahlftlot of 
a ^o newly authorized autoutlc tranafcr 
atlon and negoCIable-order-of-wtthdraiial 
This meant chat the obaerved growth rate 



particularly aarked In tha caae c 
(FOHC) last February eatabllahed 
of M-1 (currency and denand depoi 
quarter of 1979 1 thla coapared w1 
preceding year. Aa the Board IM 
under tha Hiophrey-Hawkina Act, I 
1979 Bight be reduced as nuch as 
funda from exiating denand depoali 
saving <ATS) accounts across 
(NOW) accounta In Hau York Sti 






e by three percentage point 



midyear report, the Board stated that the FOHC had reaffirBsd 
/Z paicent range, with the UDderstandlng that thla raocs would 



T7 The discussion in this Mctl 
~ of the Bonatacy aggregates, 
1979. 



,y Google 



lAoney Stock Qrowth 

Formw Concapti 




„GoogIe 



be adjuited upmtd to the eKent that the lapict of ATS/RW account ihtfts 
fell slwrt ol th« original thru percentage point eBClaate. With Inflow to 
ATS and KOU accounts falling off sharply, th* rcHC aaploycd an adjuatad H-l 
range of 3 co 6 parcant during th* Tamainder of the year, baaed on an expectad 
ATS/NOU effect of around 1-1/2 percent. 

In the event, H-1 increased S.S percent during 1979, and tlv eati- 
■ated deprasBlng affact of ATS/NOW sccaunta mounted to about 1-1/A percentage 
points* Tha aggragat* was approaching the upper bound of Its range In the 
late aionar, but Its grauth ■oderstsd In Che closing nontha of the faar (sea 
chart on page 45). This slower growth has continued Into 19B0. 

M-Z, which Includes, In addition Co H-1, bank tlae and savings 
deposits other than large negotiable CDs, Increased 8.3 percent between the 
fourth quarters of 1978 and 1979. This Is ellghtlr above cha FOtlC's range of 
} to 8 percent, established last February and reaffined In July. Expansion 
of the in tere at -bearing coaponanc uas strong, as snail denoalnaclon tlae 
depoalta grew at a very brisk pace, offaecclng a contraction In passbook 
savings accounts. Slx-nonch noney market certificates (HHCs) accounted for 
all of Che growth In snail tlse and savings accounts; inflows Hare especially 
strong after March, when the federal regulatory agencies ellalnated (for 
perioda irticn the fi-Bonth Treaaury bill rate eiceeda 9 percent) the one-quarter 
percentage point Interest differential chat had previously given thrift Insti- 
tutions a coapeCItlve advantage In the MHC sarkec. The aganclas In March also 

to reduce cost pressures on thrift Institutions and partly to halp BoderaCe 
the flow nf funds Co depositary InaclCuClona ao as restrain InflaClonary 
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H-3, uhlch U H-Z pluB depoalta at thrift InaClcucloni, Toe* 
peccant In 1979, vllhln the FOK's raote of 6 to 9 pttcant. Deposlta ■ 
aavlBga and loan asBOClatlona, autual saving* b 
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of the e 



tb* FCHC'i pToJecElon of 7-I/Z to 10-1/i percent— 4*i pit* • lanllog off In 
the fall. 

The total ■oloB* of fundi laleod b; doscatic nonf Inane lal aactora 
n 1979 «aa about tha saaa aa tn 1978. Raduead borrowlBs by 
■pproilaicely otfaat an lucraaaa Id taklnga by bnalneiB 
ecadlt axpanatan naa graataat In the tint three quaitara 
tha tl|htaalng of ftaanclal aarkaca that accospanlad tha 
Syatca'a Octobar actlona contributed to a ataep dtop In borrovliis by houaa- 
feolda and builneaaaa Id tha fourth quartec. 

The credit neada of tha U>S> Tcaaeury dadlnad aarkadly In 1979 
owing to the reduction in the federal budget deficit. The operating budgeta 
of atate aod local govaraMDta BeanHhlle aoved Id tha oppoalta direction, 
tlOB anrpluB to deficit, but tbelr not borloirlng, too, dlninlahnd. AlthDugb 
enilvely aa a aource of fundi 
E IRS regulatlana brought a 
:ttTltT that had iHelled itate 
and local governaent bond Issuance la tha previous year. 

Tha acroog deaand for boualng, both ai i 
and an evident desire to ualDtaln past ipcDdiDg li 
log real dlipoaable Incoaa kept bottoalng by the 

hlitorlcally high level durlDg 1979> Over tha fine three quartara, 
HpaniloD aieeeded locoae growth, and loan repayaenta aa a percent c 
■able IncoiM Bovcd to a oau high. By the latter part of 1979, sl( 
to aerge — In data on loan dallnquaneles and bankruptcies — that f< 
encouDteTlng lone difficulty in naetlng thalr financial obllgatloi 



for realdentlal nortgage finance, 
virtual caisatton of tba advance ti 
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the 



Tlw haaay d«bc burdan* ■• 
'«C«B to damp houachold ct 
nnr*!, credit aTailabllty baeaa* 
led credit BtandardB or curtailed 
lOUt financial proajiacti and reduc 
i*t aeverely caoaErala*d la thoM 
Ld federal leg 1 elation pr 



a coBblnad vlth tht higher laTal of 
use In the fourth quartar. In addltlaB, 
nlflcant factor at lastltutloaa tlght- 
ng In reaponaa to greater imeertaloty 
mlnga Bargina. Credit Buppllaa wbt* 
of tba countiT with lea oiorj ealllasi; 
ng a three winth override of atate usutt 



cellloga may provide tomt relief fc 

Borrovlng by nonflnanclal buslneaa fin 
1979, a* the growth of outlaya for laventorlaa an 
the advance In Internal fund a generate! 
large during the flrat three quartan > 
gap narroved aoaetihat vlth the alowlng 



Increaaad aubatantlally Id 
fixed capital outstripped 
nanclng gap' na particularly 

In the fourth quarter the 



Incre 

iwrclal paper accounted for 
entarprlees. Hoitgage loana 






lat of the growth la borrowing by aonf Inane lal 
-oaa loaeutiat, reflecting tbe atrength of co*- 






19TS level aa coapanlea were reluctant ED 
high Intercat ratea. The relatively heavy 

was riflactad In a further deterlorallon o 
ahect strength, notr-of-fuada account esc 
Indicate that their aggregate ratio of sho: 
a record high and that the ratio of liquid 
reached a low level ssan before only In 19i 
t)H drop-off In business borrowing In 
the short-teno area. 



ince rsBSlnad around the aoderat* 
IT long-tera debts at historically 

llanca en shDTtsr-tem borrovtnga 
radltlonal Kasures of balance 
:es for nan financial corps rat tone 
C-tsrn debt to total debt has raachad 
ta to currant Itabltttlea has 
Perhaps partly for this reaaoo, 
h quarter was concentrated In 
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SECTIOH 6. FOREICH EXCHAMGE HARKETS JJTO THE DOLLAR 

The dollar ms quite strong oo foreign exchange narketa In [he 
ftrat flv* Boncha of 1979, follaulng the tightening of U.S. aonay aarket 
condlcloni and the announceaent by the Treasury and the Federal teaerve of 
a dollar support piogran on Hovenber I, 197S. The dollar rose aore than 
5 percent on a trad^-welghted average bails, gaining 5-1/2 percent against 
Che narlc, 7-1/2 percent against the ShIsb franc, and 14-1/2 percent against 
Che yen belueen the end of Decenber and the end of Hay. During this period, 

change rate BOTeiMnts, reversing In the process a large portion of their 1978 
Intervention purchasea of dollars. By the end of Hay the Federal Reserve 
liad repaid all It* outstanding swap debts to other central banka, the TraaauTy 

foreign-currency denonlnated notes, and the FedEral ReaervE and ths Treasury 
both coBpleted repajaeot of their pre-1971 Svlsa franc Indebtedneas. 

In early su^Hr, however, the dollar ueakened, apparently aalnly In 
response to the failure of U.S. Inflation to ooderate and to the absence of 
a concerted U.S. prograa to solve Its energy problen. The dollar's ueaknea* 
Intenslflsd In early June and continued Into Sepieabsr, despite a series of 
Increases In the Federal Reserve's discount rate, a gradual rise In Che 
federal funds rate, and renewed heavy exchange market Intirvintlon In support 
of the dollar. 

By earlj October the dollar had retraced all of Its rebound of 
earlier In the year, and aelltng pressures were sountlng rapidly aaldst 
accelerating price rlsia In gold and other coawMlltleB and other stgna ot a 
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DE3CSIPTI0H or mi kvly defihed hdneuki 

THE RZDEFIIIID HOKETUT AGGIECUXS 

1 ■ ftackgTDUiul 

The Federal Rc**Tv* has redaflacd the Bnutarr >(craiat«a. Ttita 
action HSB prodpced by the mmaj financial daTSlopBCnt* that tuvc alt*T«d 
the DeaDlng and reducad tha significance of the old MaaautM. Scm» of Chaa* 
dcvslopmenta have been aasoelacad with tb« «nur(enca in racent yaara of nan 
Bonetary assets — for exaspla. HMf accounts and Kroiy aaiket mtual fund 
sfaares — uhlle others have altered the basic character of standard BonMary 
assets — for exanple, th* groulas ■IMlaTlty of and the graviiig substituCiim be- 
tHUti Che depoaita of thrift inatitutloas and those of co^rclal banks.— 
In the process of radetlnltlon a set of Board staff proposala uaa piAllahad 
Id January 1979.- CamenCa on these proposals received froB Che pid>lic 
and froB invited experts, together Hlth dellberatlDne vichin tb^ Fedacsl 
Raaerve Eyst^ and further research by Faderal SasaTve staff, cootributad to 
the Board's selection of the nevly defined ^asurea. 

Given tha Gbangea chat have occurred in financial practices in 
recent years, the nev neasures should aid both the Federal Reserve and tha 
public in Interpreting noDetary developacnts . However, aany of the chan|aa In 
the paynents nechanlaa and In the character of financial assets tbsC 
tkava Tendered Bach a redefinition nacaaaary — aoaa of which am ongoing — 
have also added slgnldcantly to the co^lcxity of the aonetary ayatca. la 

T7 A dlscuesLon of aany of theae developnenta can be found in, "A Propoaal 

foE Redefinlag the Monetary Aggregacea," Federal Reaerve Bulletin (Jannary 
1979) tt 1*-!' 

2/ See "a Propoaal," pp. 13-42. Tha potential need for redafloicion, in 

light af fluaerous financial Innovatieiia, vaa recognized by Che Adviaory Cob- 
Bltcee on Mooatary StaClatlCB. See Improving the Monptarv Angremtea: 
Beport nf the Adviaory C cmnlttee on Mnoetary Staclattcs (Eo«rd of Governors 
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■ conaaqu«nc«, tt !■ recognized that do on* asC of aDoetary auragataa r. 
aacisfj' every purpoie or every user. For this ceaKni, the pclnclpal cob 
ponenCs of the new neasuies — along Hith several related series — hUI Le 
publlnhe^ tegulacly with the new aggregates. In this vny, users ulll he 
able to analyie separately the c 



The follovliig section. Section II, presents the nev gggregsccs 
and cospsree then to chu old naasune. This ia followed In £eirtloi< III 
by a discuBslon of the rationale underlying the tedaflnltlon. The hletarl- 
cel beliSTloi of the nev sggiegaCes la exsalned In Section IV. A final .icctioi;, 
Section V.dlccutBes some technical Issues associated with the redefined aes- 
auTes: ronsolidatloa and leasonal sdJuatDcnt procedores used In conFiiuctinn 
tbe icdeflaed aggregates and new dsts sources used in the rede finlt lor.. 
Three I'ppendlx tshles gnntain annual and ((narterly rates of grouih c.f the ne>i 
■eaeutet and their old counterparts. 
II. The Hew Monetary Ajtgragates 

Four newly defined aonetary aggregates replace the old M-1 throuj!. 
H-S OMaauceB. In addition, a broad >aaaute of liquid suseCs has been adopted. 
The new aggregates are preaented in Table 1. Two narrow ttansactlaos 
■easures—M-U and M-IB— have been adapted. H-IA la baalcally the same 
as the old H-1 aggregate, except that it excludes desand deposits held by 
foreign coMMrclal banks and official iuaCltuClons.^ The other narrow 
■aaaure— M-IB — adda to M-IA Interest-aamlng checkable deposits at all 
depOBltsry inatltutloas—nasely negotiable order of withdrawal (HOV) 



T7 The rewivaT'of daaand deposits dus to foreign coiaerclal banks and official 
' ■ a Advisory Comlttae on Monetary 



Statistics. See 



I^rovlM tha Moatary Amregatas! Esport . pp. 15-19. 
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ounc In bllliaa* 
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3.Z 

40.4 



2123. B 

1759.1 

34.5 

27.6 



nd official inBticuclons. the 

ap«[ far vhldi diita sources* 
rket nutu.1 funds and, in 



ovned by tbrlfc InstlCutlons (a canpon«iC nf H-IB) which are e 
for aervlclag thalr aaviag" ""> auH tl« dcposll: llabillclea 
5/ Tine depoalta laaued In deDonlnatisns of $100,000 or Dsre. 
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■ccoonlB, auCOMllc traaafai liam nviagt <JiI8] ■ccoonts, tuul cndtc 
union *hM« draft bUmus—u mil u a ihII aoimt of itmtai dipoilu 
■C thrift iMtltutlow that eaonoe, ualng preiant data lourcaa, ba aaparatad 
fnw tntaraac-aaniliis cbwJiabla dapMlt*.^ Tha nn 11-2 Mamn adda to H-U 
ovanltht lapocduaa asraaMnti (»■) taauad by eoBarclal biDks md cactala 
ovaraltht EuTodoUara bald by. U.S. ncmbank raldsiC*,— ' mkhj aaikat 
■utiul fuad aharea, aitd aavlnga and ttall-danoal natlaa tlaa depoalta at all 
dapoaltary Isatltutlana.-' Alao, In ocdar to anld doubla uuBtlsg of aoaa 
dapsalta la thl* acgresata, tha eoBatniction of the na* M-2 Invotvaa lub- 
traetlns a cooaelldatloB coapooant — an aacliiaCa of tfaoaa diaanJ dapsalta 
thrift Initltutlona uaa la aervlclnc Chair aavlnga and tlna dainalt llabllt— 
tlaa taclodad in thla agtragata.-^ ladaflnad H-3 la aqual to aw M-i plna 
latt*-daiualnatlan tlaa depoalca at all dapoilcair Isatitutloua (laclndlaa 
naSOtlaU* CDa} plua tain BFa taauad by coaaarclal banka and aavlaga and loan 



M-IX la tha aiae aa cha H-1 aaaaura that waa prapsaad by tba laatd ataff 
la Jannaiy 1979. Sea "A fTopoaal," pp. 17-20. 

Ovamlfhc Eurodollara la )t-2 ara thoH laaued by Carlbbaan braachaa of Ban- 
bar bank*. Other oreral^t Eurodollata aad longar-tam ButBdellara of U.S. 
raaldanta are Includad la tha btoad naaaur* e( Liquid aaaata, L. Data on 
osamlchc BuTDdallara lacludad In H^Z ara avallabla on a claaly baala, bat 

aca BDurcaa bacoM avallabla, 
adJnatHaCB nay ba nada to tha nao aaaauraa. Far exaivla. tba peaalbla 

l^lualDB of EuTodallara hald by aonraaldanta sthar ctaaa banki aad official 

latHat than only In L. 
1/ anall-daiwulna Clon tlaa depoalta ara choaa laauad la denonlnatloaa of laa* 

than $100,000. Dapoaltary laatltuClnna are coaiHTclal banka (lacludln( U.S. 

aganelaa aad braachaa of foialfn banka, Edga Act Corpoiatlona , aad foratcn 

Inaacaaat eo^iaalaal , autual aavlasB banka, aavlnga aad loaa aaaoclatlona, 

aad eradlt ualona. 
*/ At pieaaet, bacauae of th 

thla K-2 ceaaoLldatlaa ad. 

autual aaviaga baaka and aevlaca aad loan aaaoclatlOBa.' Saa Section IV 
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Finally, [ha mj bco^ au 
I plua othar liquid aoMta eon«l«ttiii 
nbiDk ruldwca,-' baolMirs aeuptKWr 
:k*tabla liquid TrMiarr Dbllgaclaiu.- 

Iha ralatloathlp bttaaaa th« radafload and (hi 
m la labia I. At ittMdT DDtcd, the nav H-U Beann la vacy i 
f H-1 ntd dlffan la nccludi^ daaa^ dapoalta oimad br foraitn 



othar luredellu: boUtnc* ef 
eoiaatclal pvar, aavlosa bsoda, 

id ta/i (ha aid ■osatair anragataa 



bank* (nil official lucltDtlou.-^ H-IS Cbua dl 
theae depoalta, on cb* OB* hand, and, on the ot 
dapodtf at both co^icUI blnka a^ thrift It 
concept to old N-3, lAlch laclodad aavlnga and 
dapoaltary iMClCutlon* (othei than negotlabL 
tbm II ta to old H-i, ahlch eicludad the p 
tlae dapoaitt at thrllt InatlCuCIoDa. Ihe 
M-Z and old H-3 Bcaaurea are that neo M-Z 1 
fund ahina and ovemttht RPa and EuEodolla 
of Che old Bonetarr aggrcgataa— and that It 



rata fna the old M-1 by arcludlng 
n, hy Includlag othar cbeekabia 
atuCinu. New H-1 

' ■ boldlnta of »Tlnj 
dlfferencca betMan 

ID* sf trfiich a^earad la an 
la r|e-d encalnat ton 



tiae dapoalta. The only large -denomination ti>e depoalta raaovad tiem th 
(and Che old H-2) neaaDEe were negotiable □>■ at targa co^rclal baoka— 
to J9S.9 blllioa In Ilovadiet 1979--i>hll>. aa tha cable ahova, It contalne 
billion ot othar latta-denoainatfoa tiae depoalta at both eo^rclal bank 
and thrift InatlCutlong. By Including all larEe-denonlDacion tlae depoal 
at all depoaltaiy iMtltuClooa, tha nan M-3 1* clsaar In concept to the a 
1/ LarBe-deooffilnacloii tlaa dapoalta are thoa* laaoad 1 



a of M-2, M-], 



c {including Che Fedi 

Iclal InstlCuClanH. Markacable liquid Treaaur; 

li Tsialnlns lutiititLeH ot 18 ■nnthl or leas 

TiMi H-IA alao Includea t •nay imall anaunt of 

cartala U.S. baoUag offlcaa ot foniga baaka ooti 



funda, [tic Federal 
!aaury obXlgaclona a 



■falch ara m 



la tba » 
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TAX* 2 
p BeCmSD Mm nad Old MsBetary IgcTrgit 



Old H-1 



■Dd.etflcUl 



AmiBit In bUUm* 

of dollu* 

Coec MMOdilly adjiutad) 



Flos ochar cluckablc dapoalti 
ITI-II- ■-"-" 

Old tt-2 

Plu larlst* Uid tlw dcpoalta at thiift loatltutl 

lonala! Old B-1 

Plua areml^t KFa and Eulodollar* 



ggmlB: So, M-i 



Flua Degoclabli CD* at larae ci 

Equalai Old M-i 

Old H-i 

Plus nagociabla CDs at large o 

E q ^ uala: Old H-5 



dapesltacr Institut 



oCficca of foreign bank* o 

2/ DMwnd d^oalCs it nitual 
■ODCtary aggregaCaa. 

1/ Conilata of an eitia.1 
ChiltC inaclcutloiu £ 
llablliElM Includad 



al aavlng* bankg h 
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H-S MMur* tlua to Che eU M-4 (both abow *■ mtrni tt^ on Table I). Of 
eauCK, the new II-3 atgR|aCc la son Inclaalve than the old M-5, alnce It 
contalna RPi, certain Dvenlght EuEodollar depoalta, and vme; nerket autual 
find Iharea. 

iBhed cm a neeUy baala tAlle Dtbera vlll be available onlV wnUhly. Hie 
blleadon sebadule calla toi publtcaClon of tmklj and aontblT data aa the a*v 
lA anil K-IB aeaanrea.!^ Data on redefined M-2 and H-3 vlll be ■vallAla out; 
.a, on ■ teheilolc sl^lai ta that of old H-3.- To addition, 
itlc co^rclel bank cs^onenta of the nev neaauies, totrthar 
nuT aarkat lautual fond ablrag. and ovainllbt Earodollsra, will 
e publlabed on ■ ireekty bad*, lAlte the other co^onenta wilt be available 

Older lying Eationale 

The orgaAiciag ptlnclpl? uadarlylng the redefined aonetery aggre- 
of combining similar kimta of Bonetary aiseta at each level 
D. This principle haa the largeat lapacC cm the new H-IB, 
HiBurat. Tbui H-IB conblnee checkable depoaics at thrift 
-HOW depoalta, credit union abare draft balancea, and dound 
stiial aavlng* banka — with denend, HOU, and ATS balancea at 



1/ Tbe Federal Seaerve Intendi to publlab H-IA and H-IB on Fridaya (except 
occaaionally ufaen holiday petloda are InTolved). for the ttat«aent week 
ending nine daya earlier, 

2/ Koothly data on the new H-Z and H-3 Maasiirea nunutly will be pidiliabed 
about 10 to 15 daya following the end of the KinCh. Beceuee of la^tbier 
delaya aaaodated with ioib of the other csa^oaaita of L, tbla aggregate 
will be publlahed about 6 to 8 weeka following the and of each aonth. 
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Cfl^iarclBl banka.— ' Ordinary HTiugs md SBIll-daioalnaCioD tlat deposltB 
■t cmaaTclal banka and thrift Imtltutlona ara includad In tha am H-2. 
Koicovar, Bsnay narkct mitiul fu&d abana, vbosa liquidity chaTaetarlatlca 

aa ai* ovainlaht HFa and turodollaia. H-3 Includaa laEge-denoKlnatlaa tlaa 
dapaatt* at both coaucTclal baska and thrift instltutiona, aa ncll as tata 

Tvo M"! masaurss nra adoptad prlnarllT bacauae of uncertalntiaa 
that Honld sTlac during a cronaltlon period should leglBlatloD ba coactad 
chat paiHlCB HOU Bccounts to be offarad oatlonrlde. HOU accounca hare prop- 
ertlea of both a traiiaacClona-typc account and a savinga-typa aeeouDt. and 
thua oaaly opened IKH accotmta vould tend to attract funda both froo houaa- 
bold daaand depoalta and fiom aavlnga accounta and othar liquid asaats.-^ 
Evidence baaed on the HW account uperlaoce In Han England sod Nav Toik 
State clearly Indlcatea that during the tranaltlon petlod, whan the hulk 
□f HCW accounta vas opanad, grovth In total HOW balancea vaa buoyed by ahlfta 
fioB aavlnga balancea and othei liquid aaaeta. Thla auggeata that dnrlng a 

1/ Tba Federal Eeaerve Intenda to Include the vdIubc of travelaca checka of do 
bank isauer* at the M-1 leva! at aone future tlnte, once all aajor iaauera 
begin aubalttlng auch data legulaily to the Eadaral Reserve and oace theae 
data have been Cboioughly revieved. Travalara checks likely olll be added 

2/ Avallahla avidence Indlcatea that savinga and loan aasaclatla 

only thrift InatltutlimB with a aigntflcant awiunt of RP llabllltlea o 
~ ireoier, nearly all of the Bavinga and loan RPa are bi 

over data on MOU accounci corroborate tbia point. The tumow 



,y Google 



coowildo parlod uueluad with natlooitld* KM •ccooots, SEOwth Im H-U 
could ilsnlflcantl? tnaEBCM* ind*il7ia| irortli In tb« pvtillc's tiaammBttim 
haUactM M-U, bj contrut, would tond t< 



rartad •* -* daposic balancai InCo KM accoimla. la pracclea, 

■Incc th« aztant of ihlfclna from •' ■* dapoalci or orhai accoimta to MH 

■ceouDta la uneattaln, tha •vallAUltj' of both H-l aaaauraa li axpactod to 
halp In tha IntOTTTttatlon of wrh aoiiey itock grmth during Iha ttaaal- 
tlan parlod, abotad MOD accounta ba offarad natloBlda. 

Soao othai financial aaaat* bav* baaa racnimandad for Indualoa 
at tha H-1 laval, but foi aoraial raaaooa nara not addad in tba nan M~1A 
or H-U ■aaauraa. Tba iioit coowm recamDeadaclDna hBT« Involvad abaraa In 
■ooa; uarket mutual funda, KFa, aid caitaln BuTodollara omad b; V.S. caal- 
daoca. Each of thaaa oaaaca haa tranaactlona-ralatad charactarlatlca . Man; 
WBttBt narket autual funda offer tbelr cuBtoaera chack-wrltlng prlvllagaa — 
aidijact to a bIoIbub aKunt par check uhlch haa tfplcally bean JSOO—whlla 
balancaa plaead In avamlght RPa and la eartaln ovaml^t Eurodollara ara 
available for apeadlng tha nesc buslneaa da;.-^ 



Tha problen of aeaaonal adJuatM 

vide NOU accounta the currenC} end demand d 

accounta and these other checkable baloDcee 
yet sufficient foe Tellable eeaeonsl adJuBCn 



■ aatclad In sane-dsy oi Inedlately anllabla fnida aaat 
iy contteet, on ovarDlght Eurodollar dapoalt aixaDfiad 
la claailni bouaa fuoda la not available for spesdlng foe Vo bnalnaaa 

bBlla««d that tba bulk of overnight Eurodollars arranged In l^Mdlatalr 
avallabla funda la at Csclbbaaa braochaa. 
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Banrar, Cham Imtnamti alio hava BttTactiv* chaiacMiiatlca 
■■ liquid Invamaoca and tbalr baharlar In nan; poTtfollna appears te 
>e Influencad hj auch conalderatlini*.' Evld*nc« on tunuvcr ratca Indlcatca 
:bat balancea in aonay Dackat fonda tarn over auih Ilka balancaa Id oidlMTy 
lavinsa accounta — about three ttaea per rear— and tboa on the averaie 
■re not being actively oaed for CrmMccian* purpoaea.-' Frofeaaional 
iplnloo currently la divided over vhetbar BFa era aalnly liquid Inveacaanta 
ir trsDEBciIon-typB balancea. Soaa obaervare hold that BFa ace very bIsIIgt 
:o deaaud dapoaita and that the unexpected vaakneaa that haa eaarged 
Ls tba public'a deaand fcr H-l-Cype Baaaurea at tlaes atnce tbe mlA-lSlOi can 
>• traced laigely to the bahavlor of RFa. Othara atreaa that in practice 
ttt aca qualicstlvel)r different fm daaand depoaite—that they are aora 
Like otbec abort-teiB InvaatBent* — and that recant neakiieaa In tbe puhllc'a 
l^inil for the nacroB nosey stock uaa not olrrocad in any single liquid easet, 
deluding aPs.-^ 



.pers no ijconomic Activity 1 1979 pp 213-29 Richard D. For 
[auskopf, "Cash HanageiT.ent aod Che decent Shift In the Denand i 
its" [Board of Covemora of the Fedecel Heserve Syatem. DlvHt 
and StaCietlcs, Econoaietlic and -ConpuCer Applications Section, 
S procegsed) and Thoaaa D.'Slnpson, "The Market for Federal 
purchase Agteemenca " Staff Studlca 106 (BaaFd ai Governors of 
Reserve Syscen. July 1979), pp A3-58. A aunnary and avaluati 
arch c* this subject can ba found In John H. Kalchbrennac "Re 
ioas In Financial tlarketfl and Their Ftalatlonshlp to Money Deman 
Ced at the XI Meeting of Technicians of Central Banks of the 
Clnent, Fort -of -Spain, Iilnidad Novenber 19-2A. 19TS (Board 
of tbe Federal Reserve Syatea. Nove^ar 1978; proceasad). 
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S««arthal*«a , la racogQlclcn of tba ineitmlatij ptoaliMiaE tola 
pli^ad by ttwH uBitB *nd thair potanClal Cranactlona-Talated faatuiaa, 
data on ovamlght if ■ and EaTodollar* lUd aonay Mckac aucual fund aliaraa sill 
be convanlantly abmm In eonjunctlso vitb flguiaa tot H-IA and K-U on tha 
fltat paja of the vaaklj nonay itock talaaaa conCalnint Ch* aooay atock naaanraa. 
Also, theme Item ulll be included in Che nev H-2 neaiure, >■ noCed ebore. 

In addlcton to nonay naikat aucual fonda and oramliht Iffa and Buro- 
dollara, aavlnaa and eiull-denoBliutlon tlna dapoalta are Included at tha M-2 
l«7al. SarlngB dcpoaita and small-denooilnatloa tiaa depoalia bava dlffaraat 
liquidity chBTacteTlBtlcB.^ Havarthalaas , recent Innovatloni — >oat l^oxtaotly 
tbe alx-aontb Banay aarkat canltlcata and noca tacanlly the tvo-and-ona-half 
year vatlablc-caillBs cecliflcate—have subs cant lally added to tha nailablllty 
of atttaetlTa alcemativea to holding aavlnsa balancea, and bmwm lad to 
ahlfta fc^ aavlnga to theae nen tloc depoalta at all dapoattaty InalltuClona. 
In addition, the aix-Bontb aoney naiket certificate has tended to laverae ■ 
tcaod tovard longer natuTltlea of soall-denoBlnat ion tltK depoalt* and tbua 
CO Incraaaa cha ov«nlI liquidity of auch depmits. 

The there of Bmall-deoonlnatlon tine depoalta at comerclal 
haa been affected by teguletory changes applying to the celling rates 
coiHarcial banka have baan able Co offer on certain tloa accounta rale 

TJ CuaCoaers can noinally vltbdrav funda froei ctdinaty savings accoun 

Chay tdab, often by telephone, elthougb depoaitary Inatltuciona have the 
rlghc to leqoire a 30-day notification prioE to ulthdraval. Tlae d^naits 
by eoattaal, are aubjact to e ■ubslantlal penalty for Hlthdiawal prior to 
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LOO* *r« coatilaad In tli« 
of both, ihlfCB of 



1 fund mharu 






K-il 
thrift loot 1 tut Ion*.- A« a conaequence, the hitcotli 
clatlonablp bctwHO the public's demaod for aiall-deiiDBlnatlon cl^ depoaLl 
t cc^aeicLal banfca and at thclft iBititutlma 
■snot ba folly dateiaioad at tbti clat. Bacauaa an' 
i^dt* at both ccwTcial banka and thclft inatltutl 
-2 aggTcgate, along vlth tbe aavlnga dqualt Ilablllt 
h«ac klndf affect only tba co^oaltlon of M-2 and i 
rowth. SlMllarlj, tbe growing availability of nani 
■a tended to reduce tbe publlc'a demand for aavfngi 
lac depoalta at congeiclal banka and thrift Inatitutl 
re captured nitbls ^a new H-2 aggregate, Inaaaucb i 
otnal fund aharea.- FurthemoTe , grovth la new M-Z 
ffacted auch by converslona to NCN aecouaca, should 
atlonrlde, becsuae funda absorbed by theae accounta 
lam Dthet klnda of accounta Included In this aggregi 



Thrift loatltutlon shart 

folloiriog the Introduction of the alu-iiontll 

cElliog that pend-tted 

bills; by cooparUan, Che celling Tate on tht-se di 

ma 15 baila points belov cba auction taC« Hov^i 

dlffarentlal on noney mirktc certificate ceiling 

■utloB rataa on sIx-Kinth bills In exeesa of 9 pi 

bank ahare of these deposits subsequently tended 

Ovlrleal analyses by the taff indicate that the 

raeaat yean has generally not departed far froni i 

the baala of longer-tem historical TeUtlonshlpS; 

and BOBS other neaeureB df maaey See DsTld J. Br 

Blleen Msuakopf Eduatd K. Offenhacher and Rlchli 

Propertlea of the Redefined Konetsty Aggi 

Federal Reserve Syeteo, Division of Research and Statlstti 

■od Cwpucer Ipplleacloni Section, FAmaty 1980; proccaaed), 
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tj Iselndioi lu|»-d«na>laMloB tlH dapnlts, ttx bmt 11-3 la aoat 

ca^KTBbls to tha old M-S ■••■ut*. Tha luw 11-3 M>E*SSt* •^•o tacladw , 
tan IPs ufaleh han bobc ilMllailtlaa to lar|« tlas dapoilH. Tha iwv 
II-3 daflnltlon la baaad oa tha -rlav E^c Larta-danoaluatiai tUa dapoatta 
and tata l?i aobscltuc* tor aaeta otbar In aany poicfollpi aol that chaaa 
Itaaa, aapaelallT oagotlAla CD*, an raladvaty liquid. 

Tha liquid aaaata, oi L, Baaaura adda Co X-3 othar liquid aaaata 
hald bj cha pobllc. SpH of chaaa ara llabilltlaa of dapoalCBTT InatitntiaDs— 
tar* Eurodollara haU b; o,s. aonbaak caaidanta and bankaia aecaptaaeaa — 
afaUa ochara ara obligatlona of tha U.S. TTaaaui7~-a>Tliisa bonda and lltnid 
■arketabla dabtr Tha coaacreial papar co^onant conalata of oUliatioBa of a 
variaty of laauata, both (Inaaelal inatitutioua md Bontlaanelal eoTporaelooa. 
Same obaarraTa nota anch a broad naaaule of Uqoid aaaata la aapaciallr 
■aaningful becauac nanj financial InnoTatlnia In recant faaia hava allatad tha 
poblic'a de>anda for narrofar aaaaaiaa. Thar ariua Chat thaaa klnda of 
■htfti arc ibaoEbcd In a vary broad a£giagata, such w L, bacana* Tadnetloaa 

tor othar coaiioiienti of tha broadaat tMaanro, laavlnt daaaad for tha total 
■matfaclad. Othari nho tocua on tb« volvw of ctadlt tIoh aueh aa aggrotata 
aa hattar Eaflactlag the aaouat of cradlt axtaodad to tha acooa^, both thtootfi 
tha caaaaFcial banking ayat^ and through other channala. 

T^ Eurodollar depoalca of U.S. umbok raaldanta otbar Chan thoa* oranUltftt 
tuMdollara that ara already Ineoiporatad at the H-2 level ai^t appro- 
priately ba Indodad La the new H-3 aeaauEe elnce they ehaie aany charac- 
teristlcB with doiustlCKlly lasued, large-denoaJ.nat tea tlae depOBitB. 
Imever, tags cm obtaining data on such Eurodollars are mch longer 
than for the other cosponents of thia aggregate, and ataff mrk aucgaata 
that aatlaationa of this component based od Information that -aight b« 
available oa aa earlier schadula «nld b* aubjact to large carlaloBa. 
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to •xnlsatlon of tha irowth rM«a and vslocltlu at th« n«t acMUCM 
ttordi ■ bMlar imderstuidlag of thalr bihnlor md their nlactooahlp to 
M old ■•Mutu.'^ fjiwt 1 ■bom gcawth ratM of H-U md M-U In th* nppac 
■Ml, nd old H-1 tn ttw lawn paoal.^ All thzm* iuttou hmutu hav* 
narallr aovad doaolr Cogatbat. In raeaat yaara, tbongh, M-U baa taodad 
1 TinTiaai BOX* rapidlr than althar »-U or old M-1, bacanaa o£ growth of 
W and in aecounta. During 1979, for awqila, with (bltca tn ■»•- 
■rj aaaat boLdlngi Is caaponaa to tha ■vallablllt; of naa dapoalt aarvlcaa, 
-IB aspandad at • rata that aaa 2-1/2 parcaataga potnta faatar than H-U 
id old H-li this dlffaroDca raflactad unmialoaa to BOW aecounta tn Mm York 
:«ta anl to iXS aecounta □BCloiwldi.-' Avaraga rataa of gmrth of thua 
lAaoraa ovar tvo long tlna pcrloda and moml ctcIbb an ahom In labia 3* 
M groath rataa for all thraa hava baaa Tar; alnllar, both on a crand and a 
•ellcal baais, eicapt In tha Boat racant cxpaaalon ifhan, bacauaa of adJoataanC 
' tha piAltc to nan dapoalt aarvlcaa, avaraga aimiial grovth In H-U axcaadad 
vtfth In H-U and old M-1 by allghtly aore than it* percantaga polnta. Sbovld NOV 
«ount povara ha axtanded to dapoaltar? Inalltutiona nalieorlda, a aara tiA- 
■ntlal dlffarantial In rataa of gtoiith batman M-U and H-U could paralat 



^peodlx Table 1 



ovct the 1960 to 1979 period and quartarl; fot tha jaara 
A portion of this dtffeTenclal In gtoath rataa can ba att 
vacslons fion deund dapoalt accoimli to ATS and HOV acco 
lenatndet lepieaeats ahlfta tron ordlnaty aavlnga account 
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Tba piAllc'i ^— — '- for thu* H-1 •wmm* nlatlv* to tha (»•• 
oaCleoKl ptodnct varr lavaraaly «lcb tbctr *atoclcl«(, afalch ar* ihoiB In tha 
uppar paaal of Clurt 2. Sbora la cha lovat panal la tba Ttaaaaiy bill rata, 
rapraaaotlBg the retim on a noney aavkat altaraatlva to boldlnc M-1 balaoeaa. 
Staca gmrth la all tbraa of thaoa auragataa bu baan nry ilMllai, mowtmnxa 
Id tbalr VBlodtlai bar* baan vaiy cloaa, altboosb tha valoclt; of H-U baa 
ilaaa laaa tapldly In racant yaar* than tha valodtla* of M-U and old M-l. raflae- 
tlng tblftt Co SOU and ITS accounta of fundi held In dound dapnalt account* and In 
relatively Inactive lavlnaa accounta. AvaraBa rata* of Increaat In thaaa vatocltlea 
aval longer Interval! of tlae aad orec oyclea are pieaentad In the ftrat tbiee 
eol^n* of Table 4. Dnrlag acouulc expaaalaaa , th* velocltlea of all thcae aaa- 
■laaa bava tandad to aapand at aaaual tataa In aicaaa of 3 paEcantaga points 
■Ula Id acoBOKle contracclona levala of valodtlaa of all thraa Baaaocaa taod 
to daellna ot thelt imcth at laaat slackana. Turthar, In nora Vacant ftyclaa tha 
valocltlaa of all tbiaa naaauiea hara arpaodad at auaeaaalvaly won rfU rataa. 

Grortb In tha naa H-Z aaaaora la ahomi In Oiart 3 (uppai paoal) , 
along with trovtb In tba old lf-2 a^ 11-3 agtratataa (cantar panal) .^^ Itia 
bottom panal dlaplaya tba dlffarantlal batvaan tba yield on TieaavTy bills 
and the calling rata on paaabook aavlnga accoimta at co^iaTclal banka ablch 
cm ba vlavad aa an Indicator of tha a 
■■ita ralatlva to tha iDtaraat-aamlng depoal 
Tbla chart lllsatratea that fravth In nv M-2 haa taedcd to vary eloaaly wltSi 
that of old M-3 and, to a laaaar ansit, of old H-2. Zm addition, ■nnh la 

l7 Ippandlz Table 2 rimralna anDoal and racant loartarly groMh rataa tor 
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urn tt-2, aloni vtch grovth of th* On eOti BMaoiu abown. hu baaa ■inaltlTa Co 
th* ]Fi*td tfitmi, cendlng to ilow 4i BKclut rat** hava adnnead aborc dapoalt 
calllDS rata*. Tha Intaraat ■•oaltlvlcr of aav H-2, hnfarar, can ba azpactod 
to BndarBCa In tha fututa, If the pnporttan of this agsragate. accoimtad 
for by coaponaiita iflch ylalda that vsry with aoiia; naikat condlclooa coatlauaa 
to azpand. Aa ahoHD In Chart *, tb* ahaia of naw M-l In aonay narkat cartl- 
flcacaa baa ilaan aharply alnca thaae accounta vara iutcoduced In Bld-ISTS 
and the amif aaifcat autual find aad ovaralsht IF aad luirodollai ahar*a bar* 
■lao Inciaaaad In racaat yaat*. By eontiaat, tha H-IA and oidtnary aavlata 
account aharaa hav* ■anarall; dacllnad. 

Trand and cyclical grovtb rataa et ami H-2 *ad old M-2 and N-3 ara 
ahom In tha alddla three coluBoa of Table 1. Over loniai parloda of tlae. 
••peclally diiTia« acoiuiile axpanalona, trowth In naa H-2 baa bean faatar than old 
H-2, la ccavarlaon slth old H-3, ccovth In nair H-2 baa bean nsdarately alowar, 
axeapt durlna the Boat eaceat aconaalc axpanaloB vhes abarp Incraaaea In nonar 
narkat Kitual fund aharea and a^aoaloo In ovaraI(bt Ua aaid luiodallara god- 
Rlhatad to aawidut win rapid grovth in nea 11-2.^ 

Iba vsloclty of DMr H-2, along vlth valocltlaa of old M-2 and M-3, 
ta abeam Is Chare S, Ha« H-2 velocity baa ebon nry llttU tread anawDC 
oyer the peat two decadea, althaagh It baa dlaplayad a tendency to vary directly 
irtth Che apread batWMn narkat ratec of Intereat and regulatory caUlna*. 
. tha velocity of old H-2 tended to Inereaaa. eapeclally la 
a. ahtla the valocity of old H-3 baa ahom a Viiy alight CMdaMy to 
r tba l«Oa and 1970a.2/ 



1/ During acenoKlc contractloi 



. „ , , , ^ , — - 2 baa tended to neataa ralatlya to aid 

Id K-i, nalnly bacauaa giarth In old H-2 and H-3 «ea buoyed by thalx 

Urge-daaonlnatlon tlae depoalt co^ionenta 
2/ Tread and cyclical race* of gronh of tha velocltlea of thaw three na-- 
•urea are aheva la the alddlc tbree coliKia of Tebla *. 
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• na nta of gtiFVth of DW H-3 U ihovn Id Chare 6 (uppar paoal), 
long Hlth Tataa of irovth of tha aid H-A aod H-5 BaaauTas (canCar panel) . 
1m ahovn Id tb* uppai panal of Chart 6 la the rata of growth of L, tha 
mtt BMaura of liquid aaaats.^^ Chart 6 Uluatrataa that growth racaa of 
•■ 11-3 and old M-S, <ihlch ara alMllar In content, hava Boved closely togathar. 
Lthough axpanalon in new H-3 hai ganarallT ancaadad that of both of its old 
omcaiparta. rha dlaparltj balvaan groxlb ia ncv M-i ami oli! H-4 and M-5 
Idanad In tha lato-I970» with aliable IncrsaaM In HP*, •oney aarkeL 
aitual fund aharaa, and overnight EurodollaTi; theaa Itwt ace cOBpeneiita of 
:ha .WW K-3 aggregate but were not Included In tha old M-i and H-5 aggragatea. 

Crovth In total liquid aaaata, L, has bean slsllar to — although 
M^nhat atcadlet than—that of new M-3. In recent yaara, there has been a 
tndancj (or L to grow nore rapidly than H-3 and other broad ooneriiry aggt«B"ta 
raflaeting a growing proportion of liquid aaaeta that is being iaaued outbide 
'waatlc dapoaltary Inatltutlona. 

The v^oclty of naw H-J la ahown in Chart 7, togathet with valocl- 
taa oE L and of old H-4 and K-S. thlle tha velocity of tha new H-3 haa 
■natally dacllnad ovar the period ahown. In recent ycara it haa dlaplayad 

nd K-5 aaaauraa — to changea in tha interest rate spread waa daapcaed by 
ha r^anal of- regulatory* celllnga on aone large- deaDBioat Ion tlae dapoalts 
n 1970 and on the reaalndar In 1973. Tha velocity of I, has also declined 
VU tha period ahown. 

/ tauual andquarterly rates of growth of nhe new tt-3 and L oeaaurea and the 

old M-A and M-3 neasurei _ .. . _ 

ft growth of their veloc 



„GoogIe 




p 




(T[ 


TULdavTMd 


ctlllo 


„ 


• ) 


— 1 


- 
















^ 


_ 






J 


s 


r 


^ 




/- 








^^^ 




/ 




A 


/^ 


1 




1 1 1 1 1 1 1 1 


1 1 




Mill 




to 




19*4 19S6 1968 




1.1! 






»7S 



■otai ?«ak« cod traiili* u ■'"'f *"■* by tb* BUloakl lucaau of leOBOBlc laMUCl 



„GoogIe 






I— 




tir™ 


„ bill ,.» i™' 


^ibook 


^llina n> 


M) 


— 1 




- 


















i 




- 






_^^\x^ 


\ 




/ 


^ 


A. 


y- 


1 









'Vi 




Mill 



1960 1962 
Kole: Puka a 



964 1966 196a 1970 1972 197* 1976 
rDughs ai dcBlgutad by the Rational Buraau af 



EcodobIc Keacacch* 



„GoogIe 



The new isiraM'** inBotpoiate cDiualldatlon and ■•taooal idJai'taBita 
In addlcion, >«vs»t naw data lourcea aic bains uaad oi Hill.be uaad In Chctc 
conftroctlMi. 

A. ConaolldaCIan 

ConaolldatloQ adjoatneata b 

aaaat*.^ A mJoe caTualidiitioii ad]ua 
bald by depoalcaiy locciLtuClDBB wlcb 
ting H-IA, deMnd dapoalta held bj ea 

have been moved. Ihe procedure alao calla for tbe raaoval froa 
dsand depoalt holdlaga of chrltc loccltiitlnu that are eaclnatad 
aenrlclog tbelr checkable d^oslcg, althougb at pceaent the ■■mini 
Slullacly, at tht H-2 level all other demand depoalt boldlnga of thi 
tlona are deducted; currantl; that naana all such deaand dapaaltl 
H-Z.~ Savlnga and time depoalta held by depealtaiy Inatltatlona 
pHatalr twtted at tha lt-1 and H-3 lanla. 

Ihe Olhec uJoe kind of conaolldatlon adjuacnient Involi 
Cha aaaaca held by Boney aarket mitual 
las la Ch« H-2, M-3, and Laeasuies.^ Iheae InaCltutlona laaue aharea Co thi 



a baao oade la thu conatiuctlon of aaeb 
double counting of the publlc'a HDnetaiy 
ent Involvea the netting of depoalta 
bar dapaaltary Inatltutlona. In conatroc- 
arcial banka with other cc^Krclal banka 
calla for the renoval ftoa H-IB of thoaa 
be uaed In 
I oettUible. 



aettad froa 
ilao apprs- 



publlc and uae Che pco 

1/ A dlacuaaion of can 



vaElety of liquid a: 



3/ In general tha csvimeni 
la Hide exelode holdinga 
(iDcludlng tbe Fedaral Rail 
iDatltutlmiB. 



^kable deposits and th 
.cution holdings of d 
!d by the ratio of ch 
their checkable and 



[clal banks ud otftdal 



,y Google 



a of tha nav It-2, H-3 and L aaaauraa. In oidax to anld fltat eount- 
iBg Cbaaa aaaunts ■> mniay aarkat Bicual fund ibam and tban eomtlni chia 
■tain aa wonmr BarkcC fimd holdlnca of KF>, CDs, eo^iclal paper, and ao forth, 
holding* of each of thaaa aaaata by noncy maTket fuoda ara auhcractad froa tha 
ralavant coo^naota. thua noney naiket lund holding* of Ua are daductad Id 
tha conatmctlon of Iha public'* overnight SPa that appear In K-Z, holdlnga — 

of donnatlc CDa sr* daduetad fion tha large tine deposit co^xmant of K-3, 
and holdlnga of each of tha aaaeta appearing in L ara appropclately nattad. 

Each of the principal cmviraeiits of Che new aggregatea vlll be pidillahsd 
on Che Boney atock release on B coasDlldaCed— and not ■ groai"baala, aa It 
appear! In the neu aggtegatei. Tfaoa dlfferencea betMea tha published H-IB and 
M-2 aggregates and the sun of their published covonents irllt equal Che conao- 
lldaclon coaponanta aaaoclstad wlcb thrift Inacltutlon deaand daposlta. 
B. Saaaonal Adjuatnent 

Tha procedure for conatrucclng tha nm aaaaaBBlly adjuaced aggra- 
gatea baa bean to aaaaonally adjuat aaeh coaponant — wfaeTerar poaalbla — and 
Chan to aiB each conponant In deriving tha appropriate total. Soaia covonaaca, 
baaavar. have not been aeaaonall; adjuaced becauaa of Inaufflclanc hlatorlcal 
data.-' They vlll ba aaaaonally adjuacad once adaquata data era anllabla. 
The noat la^rtanc of Che coaponancs tbac hava not yat baan aaaaonally adjuacad 
(and tha aggregate In afalch thay first appear) are aa follows: 
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1. Othd chMskabl* dapodts (H-U) 

i. OrarnlthC m ud iuTodoUaTi (M-Z) 

J. HDn(7 BiTkat Bitual fund ibar** (H-l) 

4 . I*n RPb It both coBiarclil binki and savlngt ud lean 

■■(ocLatloiu (H-3) 

5, Other EurodollBH htld by U.S. raaldntt (L) . 

t, itaadari] DpCtoD of the Cemua I-ll prograa vaa uaed In tha 
■ eaaonal idjiutmmt of the aepaiate coi^aBentB o( the nw aggrtgate*, 
folloHiog an exaDlnatlon of acrenl alternative opclona. Hovevei:, IE 
ahould ba noted that tha ovanll lime of Haaonal ad]uataent of the 
■EKceiatea haa been under revleii by a panel of oucalda expeite. The 
CoBilttce of ExpartB on Seaaonal Adjustneot lechnlquca, under the ch 
ship of Goaffray B. Hooca, iFhtch 1b scheduled to report to the Board 

,„ «™h..4/ 



Several neH data sourcea are being uie 
[sdBfloed aggragaces. Host of thaaa nev aourcee 
Chat ate either na« or tppaar separately Ear the 
obtained in order to inprave tb* accuracy and th 
■easure*. It la felt that vlth then tha quality 
na« ■easuces vlll be at least coopscabla to that 

1/ Other mSiit of thla conlttee are George ft 



ClnellnasB gf tha redafload 
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tlMly eaclaatas oC cha total vo] 
banks li being used to aatli 



• achaduled to begin In aarly 

a ahovn In Tabli 5. Koat of I 

rapoTta oC condition In ordar to obtain 
UBB ol aach Itaa. A sopl* of nonai^er 
emnd deposits, othai ehackabta dapoalca, 
and SBtll and lacge-denonlnatlon tlna daposlCa on a weakly baala. Slallatly, • 
•aa^la of Micaal aavinga banka, Hhleb bagan to ba surveyed in early 19B0, la 
being used to construct the various conponants of daposlts at tbaea laaEltutlooa 
Id 1919, tba Fadaral Home Loan Bank Board started collecting saqite data three 
tines a month fron gavlnga and loan aaioclaclinis on [he tbiIods com- 
ponents of tha DM aggregates. A new aaoqile of credit unloDs Is scheduled for 
l^lementatlon In the spring of 19B0 and ahould piorlde timely data on several 
coaponanEs for theae lastltutloiia. Data on money oacfcet mutual fund shares 
are being collected In a nev weakly aurvey by tha lavaatmenE Coapany Institute. 
In addition. In a monthly survey this Institute collects data on the Industry's 
holdings of various assets, for use In the conaolldatlon procasa. Data on 
overnight Eurodollars at offices In the Caribbean are iu« being collectad on a 
dally baala from all meniier bantu vtth significant amounta of thaae deposits. 
Finally, a ne* dally report on selected fadaral funds and HP borrovings of 123 
large mstfier banka serves as the basis for the overnight and term SF serlea. 

l7 Other data sourcas are discussed in "A Froposal," pp. 33-40. 
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F IHE NEtf nuKXDUUS FOR COHISOLLING M)HEY 



If part of tc* aatl-tBdatlaaaiT pragria ■nniMmoJ « Octokar i, 
1979, tha Fadaral taaana ehaosad epan aaTkac opancUii pcoeadura* to pUca 
■ora ■iptaaita sb coatnlllat raiarTai dlraetlf lo ai to pcovUa ana 
aaauraaea ol attaialag baale ■sntT wppLf objactlvaa. PEarlaaaLr, tlia 
caaarva aupply had bain mozt paaalvalT datanlaad by lAat vaa Baadad to 
■alBtalo, In asT alvaa ihort-rud parlad, a laval of ahert-can iatataat 
lata*. In particular a laval of ttaa fadaral fundi rata, tliat vaa cob- 
aldarad oonalatant vldi loogar-tara boiw^ grovth tariati, Ihoa, tba oav 
ptacaduiaa antall gtaatat fraadoB for Intaraat ratal to cliaii|a ovar tha 
ahoTt-iuD In raapoBK Co iiarkeC forcci. 1/ 

Thli Bota daacrlbaa the nav teclmtcal operatlai ptocaduraa and 
hOH the lliAaga bacwaan laiervai and aonay Invclvad In tha pTocadnrai la 
inflaanead br tha axtitlng IniCltudonal finHwrfc and olhar faetwa. Thli 
llnkaie la ralatlvel; conpllcatad and vailabla, partlcotarly ovai tba abort- 
run, ao that, (oi axa^Ia, It doai not nacaiaaclly (ollov that rapid 

naloa of nonajr, Iha airact ralatlonahlp dapaoda on tha babavlot of other 
baaldaa dOBay that abiorb or ralaaia raaarvaa, and conaldaratlcm aiat 
glvaa to tlalBg probloai la coosactloo with la|(ad raaarva aceonatiot. 
In aatttng raaarva pathi to coottol ooBaf undai anlattng coadlClou 
■uat ba takao of: (1) tha pravalling raacrva laqulraoanc aCiuGtuia, 
with varylDS raaaraa nqulranaita by type of dapoalt (lana of lAlch say 
not ba tncludad In tatgatad laaneT naaiura*) and by alia of dapoaltj 
{11> tha public'* dauand for eurroney relatlwa to dapodCi; (HI) availability 
of raaarrai at bank Inltlatlva fton ttaa dlaeount wlndovi (Iv) laia In raapoaaa 
1/ Canalatant vlth thla, tha fadaral fundi 
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on tbc part of the public ad bmki to dunga* In nacrvc auppl; Chroutfi op«a 
■nkac opaiatlou; (v) tha grcwlng aaouot of noiwy-iupply typa dapaalta ac 
Isatlcutlona not aubject to laiarva raqulnnanCa aaC by cbe Fadaral Raierre; 
(t1) laggad raaam •ccouatlng. To halp Ibidtc Chat operatlona ara ander- 
takan Boat afCactlvaly, tbc Fadcral Reaarve ha* cha ncu oparaelBg cachnlqua 
and related factora uodar contlnuoua exanlutloa In ILgbt of eipcTlenca 
Oalacd. At preaent. atudlea are under way on such clameatg ai lagged reaerva 
accouating and tha rot* of tha dlacount vlndow. Foailbla efaaoBei la other 
elaaeat* Involved vlth the technique would require Coograaalonal actloa~auch 
aa extending raaerve requlrementa to noiwinjiar InatltutlBna and certain 
aapecta of •IqtllCyUg rcaerv* structure. 

n* principal atepa in the new procedure are outlined belov, 

(1) Tbe policy procesH lirat involve! « deelitao by the 7ad*ial 
Open Haifcat CoeailCtae on the rate of Ineraaae in aoney it wlaheg to achieve. 
For initance, at ita October 6 oeetiogi taking account of ita longer-iun 
oonetary target! and econonlc and financial conditiong, the CooBlttea 
agreed upon an annual rate of grovth in H-l over the 3-DDnth period froai 
Septenber to Deceidier on Che order of ik percent, end of H-2 of about 

Ti percent, but alao agreed that sonevhit alouer growth use aceeptable. 

(2) After the objective for noney aupply growth ia set, reaarve 

seiHUres. These «aaurei coailit of total niervas, the monetary base 
{eaaeatially total reiervea of meidier banka plu> currency In circulation), 
and noiiwrroved reaervea. EBtabllahawot of the patha involvaa projecting 
hov Buch of Che targeted Kmey growth ia likely to take the fore of currency, 
of depoglta at oaoDsidier Instltutlona, and of dapoglts at maiber inatltutlona 

and betweao the demand nd tine and gavlngs depogtt componentg of 11-2). 
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IB othar bank IKblllttai n 
CD'a, at a p«Ga Hut appaari 
al» uk«a •cconc ol tolatabi 
Baeuaary baeau** laaarraa Chi 
axaBpta, muld not ba aratlab: 



■-J 

T*(*T«aa llkalT to b* abMibai 
it to rwarva Toquliaaanti, nd aa larga 
uiatant irltb aDBOT ai^pl; obJ*ctIV*> and 
ebBigaa Lb bank credit. Such tatlaatu ara 
banka ua* to lupport •xpaoalon of (S'a, foe 
to luppatt atcpantlon Is H-1 and 11-2. ttua. 



■ banka an llkel] 

■ pnijKtcd bLi si 



ba iiaakar Chan del 
to hold. 



require 



• for < 



aasfvci and tha aonatarii b. 



FoIlDvlng I 



n thi : 



Ida 



tha tnciM** to tot 

laga Bcnbei bank borroaloi — 1> obtained b; Initially 
borrowing near chac prevailing In the Boat reeecc pei 

of Stptenbar vaa Initially 

vailing around Oi* tlB* of tbe F(MC Bnaclng, though varying 
belov Chat level. 

W iBltUl paths eatabllshad for th* taidly of i 
oni, gay, a 3-BOBth period are than tranalaCed 1: 
ahortar perioda beCvMB Baaclnga. Iheae pacha gbb be baaei 
■eaaonally adjuatad rata of arovtb of the money targe 
neBth baats, or can Involve variable nonthty gronth r 
period If that appaari to facilitate aehiaveBenC of t1 



[oniiicanc with POHC 



little Aove • 
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■ prlDCip'l o 



rDl throucb 



(5) ICcal mam* pcovlda the b«ili foi lepoilti md thatAr 
■re nn cLdhI; nl*t«d t 

■nr, mlT i> 

bank deand for reaervai ^taload tbr«i|h boiioiiliig at tbm dltcouat iriadaK. 

(6) lacauaa DOBborramd naarvsi arc nn eloaalr uodat coatiol 
ot tha SyatiB leeouBt ItoaagaT for opan naifcat opaiaClOTa (thougb aubject 

to a siull rmga of acror bccaua* of cha bdiavloT of Bon-controlled fiecors 
• ffacttng raaarvei, aueb ai float), ha wuld Inltlallji ala at a ooiAorTawed 



■■onally uaadjua 



■ting pucpogei 



lihed 



r the opeTetlng pe; 



eeCloia. Ta uoda 



retand hov thta iiou 
auppoae that tbe di 



to auppOTt the meney muld la tbe 
Intcnalv* effoitB oo tha put of b 
funda iMiket, thereby tendlnc to b 
Increaaed borroHliig it the Fcdtcil 



accoapanlftd by ooire 



■ [ate, nd b; 



1/ 



, tbe m 



tlnei the decline [n 
short nin could tbeie- 
ney supply than tar|*I«d. 
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■-5 

>troas« thn Cacsottd. UhaChii tocil mama tnd to rsMla abon tariat 
(or anj luatalDod period di^aiiita In part on tha oatur* of tha bul(« ta 
raaarra deiuild"i>bathat or not It vaa traDaltory, tor ekai^Ia— and in part 
oa Uia dagraa Iv iihldi aaarglng oarkat condition* raflact or Imkie* adjuit- 
■anta on tha part of baqka and the public, Aaac raaponaaa on tha part of 
baoka. fOi axaiipla, eonld tnctuda aalaa of aecnrltlai to the public (tbaraby 
•KtiB(Dlahln| dapoilti) and ehngca In landlat policlca. 

(7) Should total loaarvaa ba iboring luitalned itraniCb, cleaar 
control o*er th^ could ba obtained by lomrins the nonborrowed raiar** 
path (to attaint to offiic tiM axprsalon In nanbar bank borroulnt) and/or 
by ralaing tha dliceuni rata. A ilaa In tha dlacount rate'inuld, for any 
given aupply of aooborroavd reiarva*, Initially tend to ralie narket Intaraat 
talat, thereby mrkiaa to apead op tha adjuataent proceai of lh> public and 
baoka and cncouraiing a nore pro^E Kne back to Che path for total taaerrae 
and tha KmetarT bail. Ibiu, tdlatbar adjuataanta at* aada In the nonborrouad 
path— the only path that can b* eonttollad dtraetly tbrouBh open >eTkat 
operation* -'and /or in tha dlicounC rata dapanda In part on emerging beherlor 
by bank* cod the public, nvlei praaant clieuaitnicaB. faOHavei, both tha 
tlnlBg of aerkat reopooaa to a rlac In noiMy and roaeiva dcuand, and tha 
ability to control total raaaivoa io 0w rfurt ran «lthln eloaa toleianee 
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ll^ti, an iBfliuacad hj the tm-nafc lag bctman bnk d^oilca and raqulnd 
taaarrai bahlod cl»i* dapoitt*.-' 

(B) Othat taUnHatlnc adJuatBuiti cm ba aiade to cb* marvs 
patha aa a faallT. ^laaa nay ba oaadad vbao IE baconai ctaat that tha 
■iltlpllcr [alatlmuhlp batuHD reaanaa and manay haa vaclad (rai axpacta- 
ttoDa. flia ralatlmahlp c. 

Bon-KmiT caaacvabla llabllltlea ara eleiTljr nmslng hl^ar or l»er tha 
aatlclpaccd. Sloe* Octabac 6 auch adjuacnmta during the IntsnHeting 
parted have baan iiada lafcaquently. Given the natuially larga vaak-to-a 
lluctuatlDni la tactoia affecting Che taaena viltlpllai, davlatloii fma 
at a period of aevaral liaaka uniild ba ne 
ould ba dear that a change In tresd haa taken place. 

crlptlon of procedurea Juat given. Ihla la 



lllUB 



• livllelt In 



J. I percent a 

S.8 pcTcanc r 



lal race (. 



Che f> 



table I 



frOB panel 1 that H-1 
aally adjuated) la that 



rapid T*taa — b; anaual tataa of above 13, I3t, and B percent, raapectlvaljr. 

There aeiB a nuaber of reaaona for tha ouch non 
reaervea and the baie than la the Booetary aBgraiaCea. Oi 
cantage point of tha 13t paieanc annual rata of Increaaa : 



eeounclng, baidia are not raqnirad to bold : 

t»l BsBerva in Ita oparstlaTu Is limited ii 
el resET<fes vlthin a given veek (eincc Che 



ability 



a uauall; eloie to idaliMl levala In that taapact). 
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urceJ"!"' 



CoDtdbutcd TcrxrdB 
Grcmtb of 



Intacbank imatai i 



• odjiu 



i tor disc 



nultlca 



sTlai that ranilt 



during peclod attiibutabla 



Includca vault cash of nonaiaDi 
' ttcflacis change In total nse 
required reserves are bsaed o 
deposits GonteaipocaDeous vtth r«aarves. Thus, adjua 
poranecxia vith deposit growth ftoD SeptAnbei to Dbg* 
vould have expanded $287 nllllon, or 2.8 pcicentage 
actually did. 
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^I|H1L«J inmk IB tha Ba^cT bak laaand dapoalc u^WBtnc of H-1 (■> Bay 
> ««B fn lloa III.A of Cb* tabla). M aMIttoail *^ paTcantaia polola 
nortad dw H^ar b^ lacacaat-baarlos caavuHBt of H-i (llaa ni.t). 

iTSatad saBBtarr afarasata*. Nor than half of tbi ceccma supportod 
T— «—« 1b tBtacbaik imaBJ depoalti. aicMi Taicrre*. and larga B*totlabla 
>'a. If tbaaa raaaTraa hmi not b>ea luppltad, graiitli (a H-1 and M-2 nuld 

oih Bot l«i thm ihf Co_IttH found acopiabla.^ 
tllla ■ n^i 1 1 fim iccani uparlenca hrlpi daaDnitiatc. Uw 

ta Ilia curraac? aid dapoalt bIi, with chaaici In bank 1iibm<i 
•••rvaa a^ bomvlBg, aad wltb tlBU« problaaa ralatad Co lagged 
UBClBg. luC ana Id araluatlBg ^nw; groinh Itaelf. nbleb tlic 



E and ccaplcx mt tccaomj a 



Rj aubattatlally ea a aoatb-ti 
■d arraclc aoBar flsm In ao v. 



[claClvalT rapid cxpan 



by baBka Ehrou^ E 
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The Chaibhan. Thank you veiy much, Chairman Volcker, for an 
extremely able statement. We will now inquire imder the 5-ininute 
rule. 

Friday, the Fed raised the discount rate from 12 to 13 percent, and 
knocked the stuffings out of the stock market, the bond market, and 
caused banks, many of them, to raise their prime rate, and the Jap- 
fmese to raise their discount rate. Back on October 16, a few days 
after the sensible October 6 reform by the Fed, in which you gave 
up your preoccupation with the Federal funds rate and concentrated 
on the monetary aggregates, I wrote you a letter, Chairman Volcker, 
which I ask unanimous consent be included in the record at this point. 

Without objection, the letter will be so included. 

[The letter follows:] 

U.S. HoDBB OP Representatives, 
CouuiTTEE ON Banking, Finance and Uhban Affairs, 

Wathinglon, D.C., October 18, 1979. 
Hon. Paul A, Volcker, 

Chairman, Board of Goverriors, Federal Reserve SyiUm, 
Waihington, D.C. 

Dear Cbairuan Volcker: The Federal Reserve's actions of Saturday, 
October 6 were constructive. They conveyed a well'timed, impressive aiKnal 
abroad. As in late October, 1978, there was a clear need for a "show of force to 
quell speculation and rising instability on the international currency and commod- 
ity markets. In this the Federal Reserve has apparently succeeded. 

So far, the Federal Reserve has also avoided boxing itself rigidly into any one 
monetary policy posture for the indefinite future. This is most important, dondi- 
tions change, sometimes with astonishing speed. Yesterday, we needed to ddiver 
a sharp reminder of our determination to defeat inflation to the world markets. 
Today, I beKeve, we need to return to a steady policy of moderate monetary and 
fiscal restraint, coupled with a broad-based program to remedy structurtd ills, 
that can alone eliminate the sources of inflation that have become embedded in 
our economy over the years. It is foolhardly to believe that this deliverance can 
be effected overnight, by some mj^tical transformation in the "state of infla- 
tionary expectations." Such a transform ation was attempted by policy-makers 
who brought on the recession of 1974-75 — and it did not occur. We need instead 
to get back on the track of investment, innovation, reconstruction and steady 
growth that can pull us out of stagflation over the long haul. 

The jettisoning of the rigged interest rate approach to monetary policy, and a 
shift of emphasis to monetary targets, is something that we of the Banking Com- 
mittee have long urged. In my view, we need the lowest structure of interest rates 
that is consistent with your moderate monetary targets. That structure can best 
be achieved in free competition among lending institutions. If free competition 
is permitted, the interest rate structure that emerges will be the one, consistent 
with the monetary targets, that will yield the maximum investment, and the 
maximum gain in productivity, and therefore the maximum contribution to lower 
inflation in the future. 

But existing Federal Reserve policy includes a vestige from the pre-October 6 
past, which not only files in the face of the post-October 6 monetary order^ut 
also in the face of what I believe to be an imp«rative national objective: Get That 
Prime Rate Down! 

I refer to the discount rate, still as firmly fixed by the Federal Reserve after 
October 6 as before. 

Federal Reserve pegging of the discount rate is, as of ten days ago, anachronis- 
tic. It is simply inconsistent with the new spirit of monetary policy, a throwback 
to the discarded Federal funds fetishism of yore. 

Moreover, pegging the discount rate can have pernicious consequences when, 
as many predict, the economy does peak over into recession. Under such circum- 
stances stability of the monetary aggregates will demand a reasonably rapid 
adjustment of interest rates; a fixed discount rate will impede such ajuatment. 
The Federal Reserve will in effect be providing the banks with a price fioor — a virtual 
Gary Dinner for bankers. This will be satisfactory for bank profits but dreadful 
for everyone else. Propping up interest rates in the face of collapsing demand is 
Be bad for the economy as holding them down in an inflationary explosion. 
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Until now, the existence of an administered discount rate, however, unimportant 
in relation to aggregate credit flows, had some utility as a clear signal of the Fed- 
eral Reserve Board's intentions. Time and use have, however, conspired to give 
this "signal" of policy a life of its own. In particular, foreiep exchange markets 
have come to use the discount rate as a litmus test of the Board's Intentions to 
support the international dollar. But these markets apparently do not look at the 
level of the discount rate, but only at the time elapsed since the last time it was 
raised. This is a very unhealthy development: it commits the Board to regular 
reaasertions of the true faith. 'Hie result is to put interest rates generally on an 
eodless escalator since, clearly, the discount rate cannot rise without concomitant 
open-market operations to keep other rates roughly in line. The danger, again, is 
tost when the economy slows and credit demands peak out, the discount rate will 
serve as a floor to all interest rates, riveted in place by fear of a run on the dollar. 
Such conditions could greatly exacerbate recession. 

The cure is to act now, and release the discount rate from its present short leash. 
The Federal Reserve should disaasociate itself from movements in the discount 
rate, by tying it in some predetermined relationship to the borrower's prime rate. 
This would promote l^ank competition, since lenders with lower prime rates could 
take advantage of lower interest rates on their own borrowing, and would there- 
fore not suffer a squeeze on their margins relative to their higher-priced neighbors. 
The details of the linkage^whether a fixed ratio, or a fixed differential between 
discount and prime, or some other relationship — can be left safely to the technical 
experts. What is important is that action come quickly, before events force the 



Sincerely, 



o your response. 

Hknuy S. Reoss, Chairman. 



The Chairman. The letter said, congratulations on your getting 
rid of the Federal funds fetish and concentrating on the monetary 
a^regates. But I also ui^d the following: 

Federal Reserve pe^ng of the discount rate is, as of October 6, anachronistic. 
It's simply inconsistent with the new spirit of monetary policy. 

And further, I said the thing to do is to : 

* * * act now, and release the discount rate from its present short leash. The 
Federal Reserve should disassociate itself from movements in the discount rate, 
by tying it in some predetermined relationship to the borrower's prime rate. This 
would promote bank competition, since lenders with lower prime rates could take 
advantage of lower interest rates on th^r own borrowings, and would therefore 
not suffer a squeeze on their margins relative to their higher priced neighbors. 

Why didn't you do that? And why don't you even at this late date 
adopt what I think is a sensible policy and consistent with your ex- 
tremely sensible October 6 conversion, and thus avoid kickii^ the 
heck out of the markets when you change the discount rate? 

It just should not be used, in my judgment, as a signal. It is as un- 
warranted as the potlatch ceremonies of the Indians who, in their 
exuberance to greet a friend, would hum down a house. It is just not 
necessary. 

Mr. VoLCKEH. I don't think it's used entirely as a symbol nor 
equivalent to the potlatch ceremonies of the Indians. Nor do I think 
that we have really "knocked the stuffings" out of the market. 

Let me just note, in that connection, that the bond market, in a 
sense, had the stuffings knocked out of it long before — several weeks 
before — we acted here. 

The Chairman. You delivered the coup de grace. 

Mr. VoLCKER. It was responding to other developments. Nor do I 
think the Japanese actions ought to be related too closely to our action. 
But the answer to your question is a long and maybe complicated 
story. I don't think it's really possible or wise for us to move to the 
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degree of automaticity that you suggest for the discount rate without 
chai^ii^ some other characteristics of borrowing and the use of the 
discount window that have been ingrained in Federal Reserve thinkir^ 
and commercial bank thinking over the course of 50 or 60 years. 

The Chairman. If I may interrupt — isn't that just polite language 
for saying that the Fed over 50 or 60 years hasn't wanted to offend 
bankers by saying, "Look, we are not going to open the discount 
window"? 

Mr. VoLCKER. I think it does go to the point that the discount 
window, in a sense — in Federal Reserve jai^on — has always been a 
"privilege" and not a "right." If banks could automatically borrow 
freely from the discount wmdow, then I think we would be compelled 
by logic to keep it at a penalty rate, very closely alined with market 
rates. 

Now that has not been the practice through a good many years. We 
are studying that option, among others, in connection with these new 
techniques, but we want to be pretty sure of our grounds before we 
make that significant a change. In practice, given the environment 
in which we do work, raising the discount rate last fall — wid it is a 
matter of judgment whether it should have been raised or not — would 
have had the effect, 1 think, of raising market rates further. So we 
had to come to a judgment as to whether that was desirable or un- 
desirable under the circumstances. What we had our eye on at that 
time, among other things, was that the monetary growth and the 
credit growth was coming very much in line vnth our objectives and, 
therefore, it did not seem necessary or perhaps desirable to bring 
further pressure on the market — which would have been the result, 
I am sure, of raising the discount rate at that particular time. 

The situation is a little different now. We have had inflationary 
expectations increase again, I think lai^gely due to external develop- 
ments. The most recent indication, whue it is still very tentative, is 
that credit growth, and possibly money growth, may be showing some 
tendency to speed up so we wanted to move against (hat at the 
earliest opportunity. 

The Chairman. Well, the suggestion in my October 16 letter is 
that you move against it by tightenii^ the discount window, fuid 
don't validate every claim that comes in iTom the banking communitv. 

May I ask when the Federal Reserve will have completed the study 
on the proposition raised by my October 16 letter? 

Mr, VOLCKER. I don't want to estimate too precisely. We will, in 
the next few weeks, have the staff material together and be looking at 
it very carefully. I think this is related to the question of la|;ged reserve 
accounting, which you have raised from time to time in the past, 
Mr. Chairman, and which is another matter that we have been looking 
at very closely. I just don't want to project a precise date for a deci- 
sion. Even if we reach the conclusion that we don't want to make a 
sweeping change immediately, I am sure we will keep it under review 
for the niture. 

Both of those kinds of changes — in terms of Federal Reserve his- 
tory — I do think raise rather profound questions about commerical 
bank operations and attitudes, as well as about our own operations and 
attitudes. 

The Chairman. Well, you were sworn in to your very successful 
magistracy at the Fed on August 
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Mr. VoLCKBH. Early August. 

The Chairman [continuing]. August 6. Well, in 2 months you made 
a "brave new world," and discarded the leading shibboleth of the Fed, 
namely the Federal funds fetish. Surely the httle discount rates and 
the httle lag reserve niceties I have put to you can be handled soon. 
The impossible- — you did it once. The difficult, you ought to be a ble 
to do soon, turn out by the Ides of March. [Laughter.] 

Mr, VoLCKBH. I would hope that that record suggests that I am not 
just jousting with shibboleths, but rather that there are substantive 
questions as to the appropriate way of doing things. I don't want to 
overestimate the importance of either of these thmgs. We can reach 
our objectives, I think, under the current procedures, but it may he 
that they should be changed, and I certainly approach it with a very 
open mind. 

The Chairman. You are doing so well. We just want to niabe you 
perfect. [Laughter.] 

Thank you very much. Mr. Stanton? 

Mr. Stanton. Thank you, Mr. Chairman. Mr. Volcker, as the 
chairman has pointed out, you took office in early August. Within a 
couple of months, on October 6, you changed the emphasis in the 
conduct of monetary policy. 

I would simply first point out publicly that since then many of us 
who have traveled abroad, talked to financial ministers of different 
countries, or have had them visit our office, have gone through a 
period of the need to reassure them that this new program of mone- 
tary restraint was something that's going to last. 

There was a real feelir^ ofinsecurity around the world as to — today, 
when we say something, whether we really mean it — or not! I've 
always answered, "Yea, I'll give you one answer, and that is Paul 
Volcker." The man that enjoys universal respect especially including 
politicians, both in the administration and in the Congress. 

And so 6 months later, I want to compUment you. Surprisingly, 
with double digit inflation — I am quite pleasantly surprised to see 
so many politicians still talking to you! 

Mr. VOLCKER. I appreciate those comments, Mr. Stanton. But if 
I can interject, I don't think this process, quite obviously, can he or 
is dependent upon any one person. There is still a good deal of skepti- 
cism around. 

I think we have, in a sense, been thrown for a loss, collectively, by 
what has happened internationally, in terms of the concerns that 
inevitably have arisen out of the Iranian situation, the Afghanistan 
situation, the implications for defense spending here, other implica- 
tions around the world and, perhaps most particularly, the whole oil 
pricing situation with the uncertainties that surround that — even in 
the future, even after having had these enormous increases. 

We are going to really get confidence— and lasting confidence — as 
the record shows that we maintain an attitude of restraint and a 
posture of restraint over a period of time and, even more importantly, 
as that begins to show results. 

Mr, Stanton. Mr. Volcker, on page 6 of your report you refer 
to the fact that I think that the majority — in your short statement — 
the majority of the members of the Board agree with the administra- 
tion that an economic downturn could take place, probably later this 
year. 



,y Google 



120 

Is that your own personal opinion? And if so, do you think that it 
will be stronger than what you perceived 6 months ago? 

Mr. VoLCKER. The main point that I would make in that connec- 
tion — and I think this is very much where I would like the emphasis to 
be— is about the uncertainty of the outlook. Nobody's projection — 
whether it is the administration's or the Board of Governors', or my 
personal projection — should be taken as indicating any very precise 
prediction about the outlook. 

My own feeling has been that we have had 5 years of expansion; 
it has been an exceptionally long expansion. There are indications in 
the pattern of business activity, particularly the extraordinaril)' 
high level of spending relative to income by consumers, that the 
economy may be vulnerable to an adjustment or a downturn. That 
certainly has not developed, despite almost everybody's expectation 
in the past year. 

If I had to make a single guess, I would think that at some point 
during the year we are going to have some kind of adjustment. But 
if you ask me whether I put a lot of weight on that forecast, I do not; 
and I think we have to shape our pohcies as best we can in a way that 
rec<^;nize5 all the contingencies, including the fact that the economy 
may be a lot stronger than people expect. That has been the recent 
experience, and we now find economic forecasters rather busily raisiu); 
their s^hts. 

Mr. Stanton, Thank you, Mr. Chairman. 

The Chairman. Mr. Mitchell? 

Mr. Mitchell. Thank you, Mr. Chairman. 

It is good to see you again, Mr. Volcker. I think there is a slight 
error in your report which has relevance for your tai^et for Mib. 
You have set your target growth range at 4 to 6K percent. Then, on 
page 5 you indicate that 5% percent would be pretty much right on 
tai^et. This is way below what you say was the 1979 expansion rate of 
7.3 percent for M,b. Moreover, I think, really, between the final 
or fourth quarters of 1978 and 1979, Mib grew 8 percent, not 7^ 
percent. 

Mr. VoLcKBR. I am afraid you are right, Mr, Mitchell. The right 
figure is on the attachment to the statement I gave this morning: it 
was 8 percent durii^ the course of 1979. 

Mr. Mitchell. OK. I didn't raise that just to nitpick. 

Mr. Volcker. I understand. 

Mr. Mitchell. I want to get to my question, and that is: If 
M|B growth was really 8 percent in 1979 and now you plan to drop it 
doun to 5y^ percent, my concern is thai that deceleration is just too 
great. That is almost 3 percent. 

You and I have talked on many occasions about the need to stay 
within your targets, anil, if we are going to slow down money growth, 
to do it on a gradual basis. Why wouldn't you want to aim at a growth 
rate of 6Ji percent, rather than 5Ji percent? 

Mr. Volcker. First of all, let me explain a technical point that I 
think is important here, Mr. Mitchell, and then give you a genenl 
aoawer. 

It is true that the recorded M|b figure — charting backward now on 
the basis of the new definitions — was 8 percent in 1979. But in 197S 
we did have something of a suige in ATS and NOW accounts, reflect- 
ing regulatory deciaions and legislation last year. That means tbil 
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MiB, which includds ATS and NOW accounts, was, in ft sense, artifi- 
eiaUy inflated by that transition to ATS and N'OAV accounts. We 
were drawin? money out of saving accounts into Mib- We don't 
know precisely what that number is; we have to make an estimate: 
there is no way of actually isolatin^r, statistically, what that was. But 
the "economically correct" — if I can put it that way^M,B number 
would be significantly less than that 8 percent if one took account of 
that transitional problem. We routrhly estimated it at somethinir like 
7 percent. 

Lotting ahead, our tai^ets are based upon the assumption there 
would not be anyparticular stronfr trHnsitional movement into NOW 
accounts and ATS; they are based upon current lepslation. We are 
also aware that le^slation is before the Confn'ess to extend NOW 
accounts nationwide ami to provide authority for ATS to continue. 
If that le^slation passes, as we mentioned in the statement, I think 
we would want to look a{;ain at these ranges nnd adjust them, because 
we would have another transitional jiroblem. We would be drawing 
more money out of savings accounts into M.b during this transitional 
pwiod, so we would want to look ver^' hard at that tanret and, I 
think, the implication is that for transitional reasons you d have to 
raise it. 

Similarly, we would lower the Mn tarjret, because some money 
would come out of the demand deposits in Mja. 

Now, havii^ finished that technical explanation, we do feel that 
that figure is broadly consistent with the other targets that we have 
bare, and that we do want to move toward lowering these taiyets. 
The upper end of the range is, of course, quite close to what I will 
caQ the economicalh' correct figure of 7 percent last year: the mid- 
point is substantially below, and I think that reflects our intention 
to be moving toward lower ligiires in this area. 

The great bulk of M]b will continue to consist of the number for 
M,^, and I think the M|a figures are as consistent as our staff can 
arrive at at this point. 

Mr. Mitchell. Thank you. My whole point is that I think the 
planned rate of deceleration is extremely important. Because if you 
decelerate money growth too quickly, obviously, this pushes the 
economy toward a recession. 
I have one other quick question. Do I have time, Mr. Chairman? 
I was delighted to read, on page S of your testimom, where you 
stress that your objectives are to reduce unemployment and so forth. 
Wd spur productivity. Vet some decisions «-cre made down the 
street recentlv to delav the implementation of the Humphrev-Hawkin.* 

m. 

The bill was in two promrs: One prong said we are going to :<et 
Unemployment down; the other said we ar« going to curb inflation. 
Now someone in a serene palace somewhere made the deci-sion that w^ 
loll put off for 2 yeani the implementation of the unemployment '/rial 
of the Humphrey-Hawkin.1 bill. .\rn you in agrwimenf, that it ^ho;!-: 
be put off for 2 vears? 

Mr. VoLCKEK. Let m*-- say, firo. ',! all, Mr. -Ultchell, tha- I ■:o 

tlunk these objectives have r'c go loi'i-Jiu-.r. VVc dre not go.njf •o ^^fr'. 

the unempltn-ment object. vi; if «<; '■.finUimi: to be plague'l by *'- 

celerating inflation and infl at. 'jnary \f.yt-\,„W/y. 
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When I look at the practicahties of the Bituation, now, I must 
confess I share the doubts that the authors of that report apparently 
had as to whether it is really going to be possible to actueve the overaU 
unemplovment rate on the schedule originally set. 

Now, let me emphasize that in sayii^ that I do not know that the 
Fed judgment regarding unemployment is right; we are dealing, 
obviously, in an area of uncertainty. If our judgment is right, it is 
based upon a conviction that we can not get to that unemploynient 
rate on schedule no matter what we do with monetary pohcy in 
particular. 

If we had the kind of traditional automatic reaction — that is, 
a very expansive monetary policy — my conviction would be that 
that would generate more instability over the time period and within 
the framework of the Humphrey-Hawkins Act, and we would end 
up even further e.\\By from the unemployment objective. 

Mr. Mitchell, 'mank you for your response. If I understand it 
correctly, you are saying that you are in agreement with the decision 
to put on for 2 years the implementation of the unemployment part 
of the Humphrey-Hawkins employment bill, if that is my correct 
interpretation. 

Mr, VoLCKBR. I think that is a recognition of reality. 

Mr. Mitchell. I must say that I am very disappointed and very 
Sony that you wouhl be in agreement with that proposition. 

the Chairman. Mr. Wylie? 

Mr. Wtlib. Thank you very much, Mr. Chairman. 

Mr. Volcker, I just came back last evening from my Lincoln Day 
recess in my district, around where people were congregated. And 
I must say that people were very mad and very upset about high 
interest rates and the high Federal discount rate. 

But aside from the Fea's action on the Nation's money supply, 
the Chairman mentioned some other steps which could be taken to 
combat inflation. Do you think other actions can be a substitute for 
monetary discipline or, put in a little different way, how much effect 
can monetary policy have on our economy and on inflationT Can't 
it only rather kind of fine-tune? 

Mr. Volcker. No; I would think, Mr. Wylie, it can have a pro- 
found effect. The real question that I tried to raise in this statement 
is what the accompanying difficulties and disturbances will be in 
achieving that result, and I think those do depend very crucially on 
what other policies are. 

You suggest people are unhappy with the level of interest rates ot 
with the discount rate. There is a real sense in which I am unh^py 
with it, too. But it is symptomatic of this inflationary problem, ana 
we can't deal with the inflation bv simply pouring out more money. 
I think it is absolutely essential tnat we do exercise restraint on tne 
money supply. Now that doesn't mean higher interest rates, if we 
succeed in dealing with all the sources of the inflationary problem, and 
that responsibility comes back in lai^e part to other economic acton. 

If you are concerned about interest rates, for instance, I think you 
have to ask, "What is the Federal Government doing in terms of its 
o\vn budgetary policies that has an impact on interest rates?" If m 
are running big deficits, that obviously, very directly, puts pressura 
on the credit markets. I don't think we can escape this problem l^ 
printing more money; that will only create more inflation and ult> 
mately still higher interest rates. That is the cycle that we have been 
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in. We have more inflation and higher interest rates, and they go 
toother; they are almost Siamese twins. So when we look at what is 
^u^ on in credit markets, when we look at what is going on witli 
interest rates, let us look at the culprit, which is inflation. 

Mr. Wtlib. The culprit, which is inflation. But what causes infla- 
tion? Which comes first, the chicken or the egg? 

You mentioned fiscal policy in passing there, for the first time that 
I detected this morning, and I tned to listen very carefuUy. Now, I 
reahze that the Federal Reserve is an independent agency within the 
administration supposedly by statute. But I also know that as Chair- 
man of the Federal Reserve Board and as a Presidential appointee, 
you can carry considerable weight within the administration as to 
policy and as to the policy apparatus. 

In that context, I would hope that you would be more persuasive 
on fiscal restraint, on a policy of fiscal restraint. And I say that 
advisedly. 

Prof. Paul Craig, who is a professor at Ohio State in my district, 
made a speech in my district when I was home in whidi he very 
dramatically said that if we don't care enough about stopping infla- 
tion now, our children will not live under a democracy. Ana Congress 
can do something about it. 

How would you answer a statement like that? 

Mr. VoLCKKH. I think I would agree with the thrust of his state- 
ment. We have got to come to grips with this problem, and that is 
what we are trying to do at the Federal Reserve. But the process is 
going to go much more smoothly, much more rapidly, and we are 
^ing to get down to that unemployment rate much more quicMy, 
if the other arms of policy are in tune with that objective. 

Mr. Wtlie. Well, I have come to recognize a couple of realities, 
it seems to me, since I have been in Congress. And one is that an 
expansive fiscal policy is the root cause of inflation, or at least that is 
where I come out. 

The second reality— and this troubles me — is that — and I would 
like your comment on this — as long as we have a Democrat-controlled 
Congress, we are going to have budget deflcits and Government spend- 
ing, and that it wdl rise as a percentage of the GNP. So in short, isn't 
tBL&ing about monetary policy something like whistling in the dark or 
whistling OS we go past the cemetery, as we try to get our hopes up 
for our fiscal policy? 

Mr. VoLCKER. No, sir, I do not think it is whistling in the dark. I 
simply come back to my basic point that I think we have no alterna- 
tive but to maintain a policy of restraint on monetary growth. I think 
over time that will be effective in dealing with inflation. But the dis- 
turbances and difficulties will be greater to the extent that other arms 
of policy are out of tune. I think that is becoming more widely under- 
stood, and I really am not going to share your total pessimism about 
that process. 

Mr. Wylie. I don't want you to, and that sounded a little poUtical. 
[Laughter.] 

But I am very, very concerned about the direction of our fiscal 
policy. 

The Chairman. I want to say to the gentleman from Ohio, Mr. 
Wyhe, that I thrill to his call for a RepubGcan Congiess, and I want 
you all to know personally that I never would want to stand in the 
way of my friena Bill Stanton. 
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Mr. Stanton. Did you get that tlown? [Laughter.] 

The Chairman. Mr. Fauntroy? 

Mr. Fauntbot. Thank you, Mr. Chairman. 

Unfortunately, I have not had an opportunitv to digest or read in 
detail your report. I would have likea to have had it a little earlier. 
But I do have one question going to the issue of wage and price 
controls. 

Is it possible, Mr. Volcker, for the monetary policies you propose to 
really wring inflation out of the economy in a few years, without put- 
ting the economy into a recession and a deep one? If inflation does not 
begm to abate significantly in 1980 and with the projected spending 
for defense and the stockpiling of material that has already begun, and 
the obvious inflationary effect of that spending, do you thir^ a pro- 
gram of mandatory wage and price controls might begin to make sense? 

Mr. MacLauiy at the Brookings Institution and Mr. Bosworth, have 
already begun to at least debate this with other economists. And since 
we are in this crisis climate, perhaps mandatory wage and price con- 
trols might be a means by which we can call time out from this baskets 
ball game that is running away with us, 

Mr, Volcker, I am troubled by those comments, Mr. Fauntroy. I 
think there is a lot of wishful thinking behind that kind of conunent, 
and I suspect that such suggestions only makes the problem more 
difficult, because the anticipation of controls of that sort tends to 
speed up the inflationary process. 

Mr. Fauntkot. We had better get over to the Brooking Institute 
and ask them please to stop suggesting things like that, [Laughter,] 

Mr. Volcker. I would agree with that. [Laughter.] But I think 
you have to ask them just what they want to control and what control 
they would choose. Do we control the price of oil? Do we control the 
prices of all those commodities that are going up — prices that are an 
important component of inflation, but are set, in part, in world markets. 
Do we control the price of medical services when Congress has had 
difficulty in facing up to that problem? 

In another context, do we control wages and then prices of m^anu- 
factured goods, where in some sense there has been more restraint 
than in other areas of the economy? What kind of adminlBtrative 
problems do you have not only in formulating — which I am suggest- 
ing is very difficult — but in implementing that kind of a controTpro- 
gram over any period of time? The problems are absolutely horrendous, 
and experience both here and abroad has not been in the least en- 
couraging. And I would suggest to you that, after all is said and done, 
controls don't really deal with the basic causes of inflation; they don't 
represent any fundamental answer to the problem. If we did the things 
that are fundamentally necessary, controls wouldn't be necessary. 

Part of the insidious — apparently, almost unavoidable — problem 
with controls is that people are led to believe that that is an easr 
answer, so they don't do the other things that are necessary. And if 
they don't do the other things that are necessary, you know that con- 
trols are doomed to failure. If we do the other thmgs that are neces- 
SBjy, we don't need the controls. 

Mr. Fauntroy, By other things, do you include gas and oil rationing 
and credit allocation control? Are those the other things? 

Mr. VoLCKEB. The other things that I am thinking of primarily are 
monetary discipline, fiscal discipline, a look at some of those othw 
prc^rams I briefly alluded to in my statement that seem to me to t«iui 
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to ratchet up costs and prices over a period of time. Those things 
fundajnentally give rise to the inflationary process, and it is those 
tilings that we have to deal with in the end. If we don't deal with them, 
this whole discussion of controls seems to me beside the point, 

Mr. Fauntrot. I must share the disappointment of my colleague 
Mr. Mitchell when, after reading your very incisive comments about 
the direction of unemployment in the country, the fact that there 
have been no significant changes in the past year and in spite, ap- 
parently, of your recognition that by the end of this year we expect 
to have 7.4 percejit unemployment and 1^ million more people out of 
work, that you are prepared to delay the implementation of 
Humphrey-Hawkins. 

Mr. VoLCKBH. I am not so sure about that latter prediction. People 
have been expecting unemployment to go up for some time. I think 
most forecasters, almost all, said it was going to be 7 percent at the 
end of last year, and it was not. 

But let me emphasize that my judgment is not that I don't think 
the target is desirable. It is a practical judgment as to what the proba- 
bilities are of meeting it in that period of time. I don't conceive that 
it is my function to suggest to you a target that may not be realistic; 
I don't think that would be a service to anjybody. It doesn't mean that 
unemployment is not a serious social problem and that, in some sense, 
the name of the gaihe in economic activity is to maximize production 
and minimize unemployment. But if you ask me for a practical judg- 
ment as to whether we should sit here today and look forward, realis- 
tically, to 4-percent unemployment in 1983, I regretfully have to tell 
you that I don't think that is realistic under present circumstances. 
In that sense, I can't object to the conclusion that the President 
reached in moving that target backward a bit, 

Mr. Faunthot. My time has expired. But I would, at your con- 
venience, like an assessment of credit allocation as a way of diverting 
funds into productive activity that might produce more jobs. 

Mr. VoLCKBR, If I could just deal with that question 

Mr, Fauntrot. I don't want you to think that I am extending my 
time. Of course, you may answer, but I want to be responsible. 

Mr, VoLCKER, Am I permitted to answer on somebody else's time? 
I would be glad to deal with that question. Again, I think that the 
first question you should ask in terms of direct controls over credit or 
credit allocation is, "What do you want to control at this particular 
point in time?" Classically, I suppose, what people have had in mind 
with that kind of an approach is putting h%her downpayment require- 
ments or shorter maturities on mortgage credit. Well, I would not 
judge that mortgage credit, in today's circumstances, is something 
we want to reduce further forcefully. Similarly, in the area of con- 
sumer credit, the one area of the economy that is rather depressed at 
the moment is the automobile industry. It is those big ticket items 
that are classically financed through credit, and I don't think there's 
any question that lending institutions, in general, are more restrictive 
on both mortgage credit and consumer credit than they were a few 
months ago. 

Is the suggestion that is implied here that we should go out and 
put a lot more restrictions on consumer credit? In the area of business 
credit, do we really want to kind of come down with that kind of a 
sledge hammer and limit the use of business credit artificially through 
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this kind of control at this particular juncture? That is an extremely 
difficult thing to do admiaistratively ; if anybody has a lot of options, 
it is business. I think the attempt to try that kind of thing would 
lead to an explosion m demand as people tried to protect themselves 
against the control; it would turn out to be coimterproducttve. So 
again, I don't see much potential in that area. 

Mr. Fauntroy. Thank you, Mr. Chairman. 

The Chaibman. Mr. Neal? 

Mr. Neal. Thank you, Mr, Chairman. 

Mr. Volcker, I would first like to commend you on your statement 
and your emphasis in the statement on fiscal restraint, monetary 
restraint and, certain structural adjustments that you reconomena. 
I would have to agree with all that you say. 

The irony to me is that, since Congress instituted targeting for 
money growth in 1975, the Federal Reserve has consistently promised 
to exercise constraint in the area of money growth. And the state- 
ments that we have gotten from the Chairmen of the Federal Reserve 
System since that time have urged and recommended almost the 
identical policies that you recommended this morning, and we all 
agree with them and so on. 

But the fact is that the Fed has followed a policy of high monetary 
growth. Let us see. In 1976, it was about 6 percent; in 1977 about 
8 percent; in 1978 a little bit over 8 percent; 1979, 8 percent again— ^ 
at a time when the economy has been growinc at a rate between 2 
and 3 percent. It just seems absolutely clear that we all share these 
goals, but when the time comes to implement these policies, for a 
number of reasons, it is very difficult. I don't mean to blame you for 
the policies followed by your predecessors. What I think, thoi^h, 
is, for whatever it is worth, that there is no single thing which wnuld 
be more important to the health of this economy than for you to say 
and mean that you will gradually bring down the rate of growtJi in the 
money supply over the next several years. 

You have said in your statement that this is your understanding of 
what Federal Reserve policy should be. But I am absolutely baMed 
why you will not go the next step and announce this momii^ a plan 
that lasts beyond the next few months. Why won't you go ahead and 
say that it is the intent of the Federal Reserve System to bring down 
the rate of growth moderately and slowly over the next severalyeara? 

And just in passing, I would like to say that I notice that your tar- 
gets for the next year are between i}i to 6 percent, something like 
tJiat. And if you were to shoot for the lower range of that target and 
in fact achieve it, of course, that would bring about the very unemploy- 
ment that several members of the committee have commented about. 
But of course, if you would maintain a relatively moderate reduction 
of the growth of the money supply, we should bring down the rate of 
inflation and increase the rate of employment. 

I have two questions, Mr. Volcker. One is, why don't you go 
ahead and announce this long-range policy that would be so beneficial, 
I think, for our country? And will you also comment on whether you 
think that you have been following a policy of tight money over the 
last several months? The financial writers and a number of ecooomiste 
have said that we are following a policy of tight money, but it certainly 
doesn't appear to me to be excessively tight. 
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In other words, I believe the average has been over the last quarter, 
about 6 to 6H percent, aad the economy is growii^ at 1)^ to 2 percent. 
I juat don't see how that would be characterized as tight money, 

Mr. VoLCKEB. Perhaps I shouldn't try to characterize it in those 
adjectives. We do mean to restrain the growth in money and credit 
this year; we do mean to restrain it in the following years; and the 

feneral philosophy you have described I think is widely shared by the 
'ederal Reserve Board, 
We did have a discussion on the precise point as to whether we 
should, at this point, tiy to announce more precise numbers for future 
years. The general feehng was that it was not desirable to try to be 
that precise, that it would not add that much to credibility and per- 
formance, and that that precise number should be judged as time 



But I don't want that to detract at all from the general philosophy 
that you expressed and that is expressed in my own statement: That 
we must be moving our targets lower over a period of time if we are 
going to restore price stability. 

Mr. Neal. You see the problem, though, that someone like me has. 
We have heard the same comments for 5 years from people who are 
respected and, I am sure, mean what they are saying. Yet we don't 
see any consistent reduction in the rate of growth of the money 
supply. 

Mr. VOLCKEB, Let me say that I understand your source of concern. 
I don't recognize all the numbers that you used for last year. Last 
year we were pretty much on target: On one of the three targets, we 
were just above the upper edge; on the others we were more or less 
comfortably inside the targets that were set. 

I think we ought to, in a sense, at least recognize that performance 
last year. The whole thrust of my report is that we aim to meet these 
targets we have set for this year. But the kind of question you raise 
only suggests to me a point that 1 already made — that we are going 
to nave to earn the credibility. If the performance over a period of 
time 

Mr. Neal. And how would you characterize the recent rate of 
growth in the money aggregates? Have we been following a tight 
money policy? 

Mr. VoLCKER. I can make a neutral statement, I think, and say 
that the aggregates are fully consistent with the tatgets that we set. 
Relative to patterns that have developed in recent years, that is and 
does convey a sense of restraint on monetary growth; it is meant to 
convey a sense of restraint on monetary growth. I think I will just 
stop tnere. 

Mr, Neal. Well, my time has expired. 

Mr. Fauntroy (presiding]. The tune of the gentleman has expired. 

Mr. Leach? 

Mr. Leach. Thank you, Mr. Chairman. 

Mr. Volcker, recently substantial concern has been expressed about 
the ability of conunercial banks to recycle the enormous new hoards 
of petrodollars that are coming onstream. Rimmer de Vries with 
Morgan Guaranty and even David Rockefeller have indicated skepti- 
cism in this area. 

How would you assess the seriousness of the situation, and is the Fed 
prepared to step in very stroi^ly if the banks become overextended? 
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Furthermore, what alternatives do you envisage coming on the 
horizon in the near future to take up the slack should the commercial 
banks be unable to recycle petrodollars to the extent they have in 
the past? 

Mr, VoLCKER. I think this is a potentially serious problem. These 
increases in oil prices are and have already been pushed to the point 
where they stram the capacity of the developing countries to manage 
their current account deficits and potentially constrain the capacity 
of the financing svstem. 

So far as the Federal Reserve is concerned, we certainly recc^nize 
the need for American banks, in particular those that are under our 
supervision, to be prudent in this respect. That does not mean that 
they don't have the capacity to do some financing of developing coun- 
tries, but it has to be done in a context of appropriate diversincation 
of risks, appropriate measurement of risk against capital positions. 
I feel reasonably good about the fact that we have supervisory stand- 
ards and practices in effect that can legitimately give us some re- 
assurance on those scores. 

American banks in the past few years have actually been more 
restrained as to growth in that kind of lending than they had been 
earlier; the percentage increases are smaller. Foreign banks have 
taken up more of the burden. 

I also feel that for as far ahead as perhaps one can l^itimately look 
in this area, there will be a capacity in the international financiid 
system to deal with this problem in a prudent way, with the help of 
official resources that already exist or are in the process of being put 
in place. I am thinking particularly of the International Monetary 
Fund. It has not done much lending on net basis in recent years and 
has very considerable capacity at this point in time — and will have 
more capacity when the quota legislation is passed — to help supple- 
ment pnvate resources in this area. And that is critically important, 
not only because of the volume of financing available through that 
institution, but because the surveillance that goes with that Kind of 
lending is the best possible kind of assurance that the lending will be 
done on a sound basis. 

Many developing countries have been successful in building up 
their reserves in recent years, and this gives some cushion for the 
immediate future as well. I would hope that, as time passes, we will 
get still better cooperation. I think there has been some progress in 
that direction between the IMF and commercial lending which will 
help put all this on a still sounder basis. 

I don't want to suggest I see any immediate crisis here, but certainly 
as these oil price increases accumulate, the capacity of the system over 
time could be taxed. It is a serious problem as we look down the road, 
particularly because it is not now so easy to see how the present huge 
surpluses of the oil-importing countries — which have to be reflected 
in deficits elsewhere — are going to evaporate very quickly. 

We don't just have a problem for 1980, but we have a problem that 
will continue beyond 

Mr. Leach. In this r^ard, particularly in relation to foreign banks 
taking up part of the Jack, do you see much prospect ana do you 
support the notion of establishing capital ratios for Eurocurrency 
market operations? 
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Mr, VoLCKBR, There has been a certain amount of discussion about 
adequate surveillance and supervision and regulation of Eurocurrency 
markets. One idea that has been rather prominent in those discussions 
is making sure that, in a sense, capital ratios are adequate and are 
enforced. I think that is an approach that is perhaps less relevant in 
tenns of American banks, only in the sense that we already look at 
those banks as a consolidated whole: in the exercise of our supervisory 
authority, we look at their worldwide operations including their 
Eurodollar operations; we look at the diversification of their assets, 
the nature of their assets, and the I'elationship of their assets to capital. 

But that has not been necessarily true in the case of all other coun- 
tries. There has been a trend, which I think is a healthy one, to look 
at banks, wherever their home offices are located and domiciled, on a 
consolidated basis; and I would support and welcome that develop- 
ment. 

Mr. Leach. Thank you. 

Mr. Fauntbot. The time of the gentleman has expired. 

Mr. BLANchard? 

Mr. Blanchard. Thank you, Mr. Chairman, and welcome. Chairman 
Volcker. 

First I have a comment. I mean it as a compliment, having sat 
through testimony of now three Chairmen of the Fed. I have to say 
that u Arthur Burns had advocated the policies you discussed, we 
would have probably had a lynch mob out in the hallway, but we are 
not doing that. 

My guess is, it is not only because of our frustration and inability to 
deal with inflation, but also the high esteem in which you are held by 
your colleagues and the sincerity with which you present your veiws. 

Having said that, I am curious as to what you feel the appropriate 
level on the Federal deficit would be this year, if you had control or you 
were able to determine fiscal policy here on the Hill. 

Mr. VoLCKBH. I haven't got a number for you to pull out of my hat. 
Let me say that I think the most important way we can judge fiscal 
policy is by whether there is a fair prospect that, under satisfactory 
economic conditions, we would be running a balance or a surplus. 

I don't think we have that at the moment. The deficit that is 
projected for this current year, say, in the President's budget, does 
reflect his own conclusion antl the conclusions of his economic advisers 
that there will he at least a mild recession this year and that that has 
semiautomatic and automatic budgetary implications. 

I think it would be unrealistic and perhaps undesirable for me to 
^ve you a kind of a flip answer, to say that there should he a balance 
or a surplus this year under those projected economic conditions. But 
I would feel quite comfortable it we had a level of spending — not only 
today but projected out over a few years, — that was consistent with a 
balance or surplus when the economy is operating at a full level. 

Now, I would also hasten to surest a corollary to that. I do think 
it is terribly important that we do act to reduce the tax burdens that we 
put on investment in this country, and that we recogniae there are 
other elements in the tax system which add to costs and detract from 
the performance of the economy. So what I would really like to see is 
the prospect of a balanced budget, consistent with some tax reduction. 
It is clear from what I've said tiiat that takes a lot of expenditure 
restraint. 
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Mr. Blanchard. Regarding tax changes, I notice in your testimony 
you indicate that you don't see it appropriate for any kind of tax cut 
this year. But you now allude to the fact that there are some tax ref<«Tns 
that might be helpful. 

Let us assume that we do have some form of a tax cut this year. What 
if it takes the fashion of revision of depreciation or perhaps some sort 
of credit on social security, both of which have been argued by many 
not to be as inflationary as a general tax cut? 

What is your reaction to that? 

Mr. VoLCKER. I can think of a variety of possibilities for tax reduc- 
tion that would be highly constructive — you have mentioned a couple 
of possibilities — highly desirable. 

I wish I were in a position where I could sit here and reconunend 
those now. I am not, because of the budgetaiy situation. But I think 
that direction of thinking is appropriate. All I would say is, let us gel 
the budget in the kind of shape that makes that kind of tax program 
possible. 

Mr. Blanchard. Regarding your statement as to some of the other 
policies we can pursue to fight mflation, on page 10 you indicate that 
we can resist the pressures to protect industries from foreign competi- 
tion, particularly those industries with relatively high wage structures 
and wage settlements which have been sluggish in responding to the 
changing needs of the American consumer. 

I assume you mean the automobile industry. Is that right? 

Mr. VoLCKBR. I read something in the paper about the automobile 
industry and something about the steel industry as well. 

Mr. Blancharo. I take that to mean that you feel that the complaint 
of the auto industry may be that they are being unfairly dealt with 
in trade matters is perhaps not accurate? 

Mr. VoLCKER. I think an industry makine; that kind of plea, in a 
sense, has to come to court with clean hands — show they nave done 
all that they can do to maintain their competitive position. I would 
have to raise that question with respect to those industries. 

You have to ask yourself the implications for productivity and for 
inflation if every time an industo' gets into trouble, we say, in effect : 
"OK. Your policies have been fine, and we're going to protect you 
from foreign competition." 

Mr, Fauntroy, The time of the gentleman has expired. 

The gentlelady from Maryland, Mrs, Spellman? 

Mrs. Spellman. Mr. Yolcker, since your program apparently means 
little relief, if any, on interest rates this year, and smce the lack of 
affordable housing is becoming a very serious problem 

Mr. VoLCKER. Lack of? 

Mrs. Spellman. Affordable housing. 

What would you suggest to head off a worse crisb in houung? 

Mr. VoLCKBR. I am going to give you an answer that I think goes to 
the fundamentals of this, Mrs. Spellman. Housing is goin^ to be in a 
difficult situation unless we can come to grips with this inflatioDar>' 
problem. That has been the lesson of history: Housing does well in 
stable economic conditions; that we put the thrift institutions which 
do so much financing of housing in a strong position when we have an 
economic climate in which they can attract funds and when we have 
■n economic climate that is conducive to lower, rather than higher. 
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ioterest rates. I think we are all deludii^ ourselves if we think that 
that industry is going to be healthy and prosperous in a context of 
continued or accelerating inflation. I think the fundamental point we 
have to keep in front of us is that the housii^ industry is the sufferer; 
they are the point men, so to speak, when we get into this kind of a 
problem we have now. 

There are programs, as you know, that to some extent can ame- 
liorate the rough edges in the housing market. Used prudently and 
consistently with the overall effort to deal with inflation, some of 
those programs can occasionally be useful. But they are not going to 
be strong enough or effective enough to go against the whole grain of 
the economic situation. If, in fact, we are faced with a generally 
accelerating inflationary situation, that is just inconsistent with pros- 
perity in the housing industry. 

I mink there is a good deal of recognition of that in the housing 
industry, and certainly amoi^ the major lenders in the housing in- 
dustry. A number of them have, in consulting with me, indicated the 
importance that they attach to dealing with this inflationary problem 
ana getting it over with as soon as possible, because they recognize 
that it is in their own interests as well as in the country's mterest. 

Mrs. Spellman. They have understood? 

Mr. VoLCKEH, Pardon? 

Mrs. Spellman. You are saying they do understand? 

Mr. VoLCKEH. I think increasingly, yes. 

Mrs. Spellman, I'd like to meet some of them. [Laughter.] 

Mr. VoLCKER. I do not think that that understanding is perfect in 
all sectors of the industry. [Laughter.] But I do think that when you 
have a chance to talk with them about it, there is a recognition of the 
underlying problem^ncreasingly. 

Mrs. Spellman. You know this whole question really moves right 
on through society. With the lack of housing available, the apartment 
rentals go up. Over and over again, we see that. It is just a vicious 
cycle. 

Mr, VoLCKER. There is no question of that. It is symptomatic of 
the difficulties we have gotten ourselves into. It obviously doesn't 
make me happy. I guess all I can say is that we are trying our best 
to create conditions in which housing ultimately will prosper, 

Mrs, Spellman, In this list of things we might do, which you gave 
us today, I noticed that the very flrst one dealt with energy. 

Does that mean that you feel that energy is the most insidious 
element in our inflation? 

Mr, VoLCKER, It is the most important single factor, certainly, I 
don't want to blame our whole inflationary situation on energy. Quite 
clearly, it goes beyond that. 

But just take recent developments. These recent increases in the 
price of oil have been extremely disturbing, I think^ to the prospects 
of dealing with this problem in the most orderly kmd of way. They 
have generated new mflationary concerns, for obvious reasons. At the 
same time, they divert a lot of purchasing power from American con- 
sumers and make even more dimcult the problem of economic adjust- 
ment. If we are going to face that kind of repetitive situation, we would 
have to despair at how we can deal with tne dilemmas and problems 
that we face. 
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situation and our energy consumption in mis country moving in a. 
direction that frees us, to the extent possible, from, m effect, beii^ 
hostage to this external supply of energy. 

We can't achieve that completely, and we are making a little prog- 
ress. But the more forcefully we can move in that direction, the more 
stability, I think, we can look forward to in the future. Otherwise, 
the problem is going to sit here plaguing us year after year, 

Mrs. Spellman. There are two factors connected with energy that 
I wanted to ask you about. One, could you do anything about the 
excess profits that oil companies are gathering today? £id, second, 
would you call for gas rationing? 

Mr. Fauntrot. With those two questions, the time of the g^itlelady 
has expired, and you may answer for the next 10 minutes. [Laughter.) 

Mr. VoLCKER. Mr. Chairman, I will not give a 10-minute answer to 
those questions. The question of the windfall profits tax, of course, 
has been debated for how many months in the Congress? I don't 
think I have too much to add to that debate, frankly. 

My understanding has been that that is pretty well completed in 
the Congress; it is part of a larger (Question of the decontrol of oil 
prices and the rest. So far as the rationingquestion is concerned, I 
suppose that is one way of going about it. Whether that is a way that 
really offers any permanence, whether that is a way that the American 

Eeople would find tolerable over any period of time — I suppose we aU 
ave some doubts about that. I think there are other ways of going. 

Mrs. Spellman. Thank you, Mr. Chairman. 

Mr. Faunthot. The time of the gentlelady has expired. 

The Chair recognizes the gentleman from Delaware, Mr. Evans. 

Mr. Evans of Delaware. Thank you, Mr. Chairman. And Mr. 
Volcker, thank you, sir, for being with us. Let me congratulate you 
on your courage and let me say, don't abandon the firfit of Professor 
Friedman antlthe staff of the Domestic Monetary Policy Subcom- 
mittee, who have indicated that it probably takes about 2 years of 
monetary restraint to have any substantial impact on inflation. I 
think that is a figure that we could probably debate. But I do con- 
gratulate you and hope that you will continue that fight. 

You said on page 3 of your opening statement that, "dealing nith 
inflation has properly been elevated to a position of high national 
priority," and then you go on on pa^e 8 — it almost sounds like a page 
out of the general prayer of thanksgiving in the Episcopal Prayer 
Book — all of us must show, "not just in our words, but in our deeds, 
that the fight on infiation is in fact of the highest priority." [Laughter.] 

Looking at the budget for fiscal year 1980 and looking at the fact 
that we are approaching a $29-bi!lion budget deficit, as projected by 
the administration, the fact that Alice Rivlin of the Congressional 
Budget Office indicated that that was unreasonable, that there would 
be a budget deficit of about $40 billion, is the $16-billion projected 
budget deficit for fiscal year 1981 realistic? 

Mr. Volcker. I thiiik whether it is realistic or not and whether 
those prayers will be answered, I was brought up in the faith and I 
think the prayers are sometimes answered 

Mr. Evans of Delaware. You have to believe. 

Mr. Volcker [continuing]. Is as much in your hands as anybody's' 
your hands meaning Congress! 
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As I look at that budget, I think I recognize what I would call 
certain vulnerabilities. [Laughter.] 

Whether those vulnerabilities- 

Mr. Evans of Delaware. I would like to comment, Mr. Voleker. 

Mr. VoLCKEH [continuing]. Come to pass or not, I tnink does depend 
upon the restraint that this Congress shows as that budget winds its 
way through the Congress. I would be more worried about the ex- 
penditure side; I think that is the critical variable here. Any projection 
of receipts is heavily weighted by what one's particular assumption 
happens to be on the performance of the economy. I certainly do not 
like to contemplate the idea of still more taxes, when taxes are already 
projected to rise to a record level. 

Mr, Evans of Delaware. Well, Mr. Voleker, do you think restraint 
has been exercised on the expense side? Do you think expenses have 
been properly projected? 

Mr. VoLCKER. You say "properly projected." I don't know how to 
answer that question. 

Mr. Evans of Delaware, The reason, sir— — 

Mr. VoLCKER. You have made certain assumptions, 

Mr. Evans of Delaware. Yes, sir, 

Mr. VoLCKER. Whether all those assumptions will come to pass is 
the question. 

Mr. Evans of Delaware. That is all we have to look at: The budget 
as it is presented to us. It seems to me that the $16 billion budget 
deficit is based on some false assumptions as far as expenditures are 
concerned. When you look at the Department of Defense, they project 
the cost of energy on the basis of the cost, I think, in August 1979, 
in September 1979, The cost of energy has gone up substantially. 
They projected close to $1 billion savings in hospital cost containment. 
That bill didn't pass. 

Go ahead, sir. 

Mr, VoLCKEB. Precisely. Let me take that second point. I don't 
want to pretend to a degree of expertise that I don't have with respect 
to every assumption made in the budget about enei^ costs and all 
the rest. But I think the hospital cost containment bill is a good 
example of what my concerns are. 

When I look at that I wonder, just as you do, whether that is a fair 
assumption or not. But that is an assumption which is in the hands 
of the Congress; and you can make it come true. If you don't make 
that one come true, you can make some other ones come true. I 
would hope that you would make some of those assumptions come true. 

Mr. Evans of Delaware. Well, sir, I hope perhaps some of my 
collea^es will follow my pattern in exercising restraint, because I 
think it is important to get at the inflationary spiral that we are in, 

I only have 5 minutes. Let me ask you a couple of quick questions. 
You had indicated that beyond the broad decisions about monetary 
and fiscal policy, there are some areas that we can deal with now, 
r^ulation being one, a cost-benefit approach, analyzing and assessing 
the costs as wml as the benefit and looking at the oalance, avoiding a 
Smoot-Hawley approach to overprotection that was one of the factors 
that got us into f^e Depression m the early thirties, and a number of 
other areas. 
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Then you say to revise legislation that tends to ratchet up wa^es 
at the expense of employment. You don't specifically refer to legis- 
lation, to specific legislation or regulation, and may I say that there's 
a very appealing advertisement : When E. F. Button speaks, people 
listen. I think when you speak, Mr. Volcker, people do listen. And 
I think it would be important for you to specify some of those areas of 
l^!:islation that we might revise. 

Mr. VoLCKEH. What I have in mind are two or three things, Mr. 
Evans. I don't think any of them will be a great sumrise to you. 

The Federal Government has legislation that tends to, I think, not 
only put a floor on wages, but to ratchet them up in some areas: In the 
construction area and in purchases of other goods and services. I was 
struck by an experience at the Federal Reserve Bank of New York 
not so long ago, a year or two ago. We in New York and at other 
Federal Reserve banks had been quite successful in introducing com- 
petitive bidding into our annored car contracts and, during an infla- 
tionary period, the result was that we were actually experiencing 
reduced costs, and we were getting more people interested in the serv- 
ice. We are a very heavy consumer of that service ; we were getting new 
companies formed. Ana then one bright day there was a determination 
that the Federal Reserve banks were subject to something called the 
Government Services Contract Act. The Government Services Con- 
tract Act says that Government contractors have to pay some deter- 
mination of prevailing wages, which typically comes out, in relative 
terms, at a rather high union wage scale. The threat was that the new 
contractors we had mduced to provide that service would either he 
driven out of business or would have to raise their costs, and the poten- 
tial for higher costs in that particular example were very substantial 
throughout the Federal Reserve System. 

I raise the question whether that is appropriate governmental policy 
during a period of high employment, of generafly rising wages — to 
curtad the ability of Government instrumentalities to get their services 
at prices that are available in the comi>etitive market. That's one kind 
of example. 

The Davis-Bacon Act, the Walah-HeaJey Act need to be looked at. 
Another area in which there has been a great deal of study by econo- 
mists in recent years is the minimum wage. There are very serious 
questions not only about the level of the mmimum wage, but the way 
it is applied to people coming freshly into the labor force, with the 
end result that fewer people are able to find jobs at entty levels and 
that further pressures are put on the cost structure. So this is destruc- 
tive both in terms of the infiationary problem and the acute social 
problem we have of finding jobs for the most disadvantaged and least 
experienced workers. 

It doesn't seem to me to be beyond the wit of man — even retaining 
the general concept of minimum wage legislation — to provide some 
kind of intelligent relief for the youth area of the job market that would 
move toward several objectives at the same time. 

Mr. Evans of Delaware. Mr. Volcker, thank you. My time has 
expired. Just let me say in 10 seconds, I think that much of the legis- 
lation and the regulations are counterproductive to achieving the ob- 
jectives an<l the goals that we want to as far as employment is 
concerned. 

Thank you, Mr. Chairman. 
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Mr. Fauntrot. Thank you. The time of the gentleman has expired. 

The gentleman from Oregon. Mr, AuCoin? 

Mr. AuCoiN. Thank you, Mr. Chairman, 

Mr. Volcker, I want to extend my greetings to you today as well. 
Once, when Arthur Bums was testifymg before the committee, I sat 
and listened for about 45 minutes or maybe even longer before the 
questioning finally came to me, on the lowest of the low row in my 
first term m the Congress. And I was struck by the fact that Dr. 
Bums, in his wisdom, possessed this incredible sense of certainty in 
everything he said before the committee. 

It was almost as if be felt, the way he gave the impression, that he 
had never made a mistake in terms of the kinds of considerations that 
you are going through now on monetary policy and all the rest. 

My opening question to him was: liooking back on the time that 
you have been at the Fed, Dr. Bums, have you ever made a mist£^e 
m terms of high interest rates, tightness of monetary pohcy, and the 
rest? I think it surprised him, because it took him a few minutes to 
answer, and I had never seen Dr. Bums quite so slow in responding 
before. What he said was that if he were to name a time in which he 
felt that perhaps the Fed had erred, it was at the time of the explosion 
of foreign energy import prices, at which time the Federal Reserve 
had embarked upon a very strict tight monetary policy, with high 
interest rates following them. He felt in retrospect that that helped 
to bring about a very sharp recession that caused some considerable 
damage to the economy — a statement of great candor, I would say. 

What I am concerned about is, at a time of extremely high energy 
prices, even though they have not hit us with the shock that they (fid 
m ]973 or 1974, what the Fed is doing in practicing the same kind of 
old-tmie religion on monetary policy and high interest rates, what the 
Fed is doing in preparing for perhaps another rapid, sudden increase 
of energy prices, so that the same problem does not return? If we 
should nave a high, sudden increase of energy prices today from the 
OPEC countries, given the base price we are dealing with right now, 
I would think it would be devastating. And I am wondering whether 
the Fed is contemplating — what it contemplates when it thinks about 
its own monetary policy. 

Is it prepared to loosen the money supply? Is it prepared to follow 
up a posture that would lower interest rates under those conditions? 
Or would you continue to march along the route that you are march- 
ing, regardless of what happens to the prices on that front? 

Mr. VoLCKEK. That contingency is one that I cannot speculate on, 
because I think if, on top of these price increases, we got another 
kind of comparable increase, it would be devastating, and we haven't 
got any good options. 

One thing I would be sure of is that with that kind of fresh, enor- 
mous, additional impetus to inflation — which I am not at aU projects 
ing — we are not going to get lower interest rates. You can't get lower 
interest rates in that kind of an inflationary situation, in my opinion. 

As I look back over history, the kind of persistent error that has 
been made— and I think you can take it for granted that those in the 
Federal Reserve are human, that all humans err, and therefore that 
the Federal Reserve errs along with others — the persist«nt bias, if I 
can put it that way, in public policy generally uas been to be ex- 
cessively expansionary or insufficiently restrictive, and that is what 
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has given rise over a long period of time to the inflatiooa^ problem 
that we have had, with the result that the performance of the econ- 
omy — productivity, employment, unemployment— are less satis- 
factory than they used to be. You get the inflation and, partly because 
you get the inflation, you get fm unsatisfactory economic penormance 
asw^l. 

But there's a great temptation — an understandable temptation — 
in whatever period you are in — including periods of expansion — to 
say, "The major risk is that something is going to happen to the 
economy, and maybe we will have a recession, and that will be terri- 
ble." So we lean over backwards to avoid it. 

In the process of leaning over backwards all the time, we fall into 
the opposite problem — we have come kind of face to face with the 
opposite problem now — where we end up, in a sense, with the worst of 
both worlds. We end up with the inflation, and the inflation — ^because 
of all the instability and uncertainties and all the distortions it gen- 
erates — ag^avates the other problems. So we end up with a situation 
where capital spending is not really adequate to our needs, produc- 
tivity is actually declining— it declined by 2 percent last year — and 
we are not even in a recession period. 

Just in terms of your oil price example, I don't think you can take 
the view that what goes on with oil prices, is entirely independent of 
the inflationary circumstances in the world and in the United States. 
We wouldn't have faced quite the same energy problem, I suspect, if 
we didn't have this inflationary problem. 

So what we have really got to do is find a way of dealing with this 
inflation. And it is very hard; the actions I surest are not the easiest 
ones in the world, I suppose, politically. All I would suggest is that the 
alternatives are worse if we really understand the situation. 

Mr. AuCoiN. I agree with you, that is what we really have to do. 
What I really have to do is find some way to ask all the questions I 
came to ask you in the 5 minutes that I am allotted. [Laughter.] 

Mr. Fauntrot, Would the gentleman please for^ve the chairman, 
and I yield to you as much time as you may require within the next 
30 seconds. [Laughter.] 

Mr. AdCoin. I would like to ask Mr. Volcker one question. If the 
budget were balanced today, what kind of a dent would that make on 
the rate of inflation? I ask that question because you have responded 
to tJiis committee about the chaise and the responsibility of the 
Congress to exercise fiscal discipline, so that monetary policies of thu 
kind you've had to invoke aren't so necessary. But what impact would 
it have? 

Mr. Volcker. I think that would make a real dent in inflation looking 
ahead a year or so, a very real dent. You would have much Io'bw 
interest rates. 

But you talk in terms of a hypothetical situation; I don't think it's 
reajly possible to have a balanced budget right now. Indeed , if somehow 
it could be conjured up by a massive increase in taxes or a massdve 
decrea.se in expenditures, the short-t«rm effects on the economy would 
be very difficult to contemplate. 

But, you know, that is not the practical alternative we face. The 
real alternative we have is, I think, dealing with that inexorable rise in 
expenditures that we have been having, confining, it, gettii^ those 
expenditures in line witii the real tax-collecting potential not only of 
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reductions that I have been talking about. That is not a job which can 
or, in some sense should be accomplished in 1980, but it is certainly a 
priority matter, looking out over tlie next couple of years. 

Mr. Fauntrot, The Chair now yields to the gentleman from 
Indiana, Mr. Evaas, with the question that the 5 minutes is inflating 
rapidly. 

Mr. Evans of Indiana. Is the chairman intending to recognize all of 
the remaining members for 5 minutes? 

Mr. Fauntrot. That is true. Of course, the 5 minutes is inflating. 

Mr. Evans of Indiana. Right. I would hope we would have the 5 
minutes throughout the run of the various levels of this committee. 
But we will try to adhere to that down here. [Laughter.] 

In your statement, Mr. Volcker, you mentioned in concept, policies 
to wind down inflation have wide support. How would you characterize 
up to this point the political support that the Fed's policies from this 
past October have been receiving? 

Mr. Volcker, Very high. 

Mr. Evans of Indiana. Do you think that type of support will 
continue throughout the business community as we enter the next 
several months, especially in the areas Mrs, Spelhnan had mentioned 
of the housing industry m this country? Or do you see there is some 
erosion beyond just the residential construction sector of the economy? 

Mr. Volcker. I did not mean to suggest by my answer that there 
are no complaints from the housing industry; that is obviously con- 
trary to the fact. 

Mr. Evans of Indiana. I just wonder, how much further is that going 
to spread in the coming months? 

Mr. Volcker. I really do believe that the importance of dealing 
with this inflationary problem has assumed a higher priority in 
people's thinking right across the country. I think there is lots of 
evidence of that. That doesn't mean that when particular measures 
bite on particular sectors they are very happy. Perhaps the measures 
haven't bitten all that much so far. 

But I do think that there is not only a recognition of the importance 
of dealing with inflation, but also that people grasp the commonsense 
notion that the amount of money you print has something to do with 
inflation in the long run and in the not so long nm. Our policy is 
increasingly understood in those simple terms, so I am hopeful that a 
high degree of support will continue. 

Mr, Evans of Indiana, Thank you, Mr, Volcker, And Mr. Chair- 
man, I will yield back the remainder of my 5 minutes. 

Mr, Fauntrot, You are so very kind. 'That is 3 minutes you have 
yielded back. 

I yield now to the gentleman from Texas, Mr, Paul, 

Mr. Paul, Thank you, Mr, Chairman, 

Mr. Volcker, in the last several months we have had tremendous 
gyrations in the price of gold. I am anxious to get your comment on 
this and what it means to you. 

If the policy of the United States has been, and continues to be, to 
demonetize gold, what do you think should be done with the gold? 
If it has been truly demonetized, should it not be the prerogative of 
the Congress rather than the Treasury to deal with this commodity? 

If we do retain it, should we retain it for strategic reasons or lor 
possible monetary reasons in the future? 
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Mr. VoLCKER. Let me say, first of all, I think the activity in tiie 
gold market is a reflection of the uncertainty that exists about infla- 
tion in our future, hoth economically and, more recently, politically. 

It is an unhealthy sign, It feeds back on to inflation psydiology 
generally and makes our job more difficult. 

In general, I feel that the gold stock that we have, which is sub- 
stantial, should be available for use for sales when and if that seems 
appropriate in terms of our economic objectives. I think we are a long 
ways from holding just an amoimt of gold that might be considerea 
necessaiy as kind of a strategic national 8to(^pile, and I think it is 
appropriate that the Treasury maintain flexibility in that connection, 

Mr. Paul. Mr. Volcker, in your report, you showed concern that 
we are dependent on outside sources of energy and thought that it 
would be to our benefit to be less dependent. 

My understanding of your statement is that this, then, would help 
curtail inflation. 

How do you harmonize this with the fact that other countries such 
as Japan have essentially all their enei^ come from outside sources, 
and yet they do not suffer the serious consequences of inflation as 
we do? 

You have emphasized so well the problem of excessive expansion of 
money and credit. Do we really have to confuse the matter by talking 
about energy independence? 

Mr. VoLCKEH. The energy problem and the increase in energy prices 
has certainly created problems for Japan and every other countij. 
But I think your point is well taken — that we cannot say that our 
entire inflationary problem derives from energy or that, in some sense, 
that is the core of the problem. It is an extreme aggravation; there is 
no question about that. 

But the overall policy posture through a series of years, and ape- 
ciflcally including monetary policy, I think, has to be looked to as sn 
answer for the inflationary problem. 

I do think, given that we are such a large importer of energy, that 
what we do in terms of conservation and reducing our own dependeoee 
is extremely important to the worldwide market for enei^y, and all 
countries will reap the beaeflts of more stability in that market if ve 
can achieve it. 

Mr. Paul, So you would choose not to limit the definition of infla- 
tion and the attack on inflation to that of controlling the excess 
expansion of money and credit? You would like to ma^ it broader 
than that. 

Mr. Volcker. Oh, yes. I think the expansion of money and credit 
is an absolutely essential part of the program. But, again, that will be 
easier or more difficult in terms of our other objectives as we attack 
other sources of inflation, and energy is the prime example of that. 

Mr, Paul. Do you think that we should consider looking at the 
Credit Control Act of 1969 and possibly repealing that act? 

Do you think it is necessary that we have it? And also, before mT 
5 minutes runs out, I was interested to know whether or not you stifi 
were interested in considering making a 3-cent piece? 

Mr. Volcker. I don't think it is necessary to have that act. 

So far, I can't really claim that I have given hard thought to t 
3-cent piece ; it seems like rather an odd number. [Laughter.] 
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Mr. Fattnthot, The time of the gentleman has expired. The 
gentleman from New York, Mr, Lunoine, has kindly consented to 
yield his place at this time to Mr. Ritter, who has a time scheduling 
problem. 

The Chair recogiizes Mr. Ritter. 

Mr. Ritter. Thank you, Mr. Lundine, and thank you, Mr. 
Chairman. 

Mr. Volcker, could we get some idea 

Mr. VoLCKEB. Where are we? [Laughter.] 

Mr. RiTTBH. Could we get some idea of your opinion on the various 
spending limitation proposals before Congress? There is a proposal to 
conatitutionally reduce the budget of the Federal Government from 
the total GNP. 

Would you like to see some form of spending limitation legislation 
enacted? 

Mr. Volcker. I can only give you a kind of preliminary answer to 
that one because, in general, Isuppose my distinctive bias in approach- 
ing these questions is against putting in the Constitution that Kind of 
rigidity and specific limitation. 

Mr. Ritter. What about legislatively? 

Mr. Volcker. Legislatively, I think it may be a good idea. But I 
recc^nize that what the Congre^ does legisfatively, it can overturn 
l^siatively in its next action. 

Let me just say 

Mr. Ritter. It doesn't happen very often. 

Mr. Volcker, In terms of tne importance that I think this matter 
has, despite my instincts, I begin wondering whether some extraor- 
dinary aetion is 

Mr. Ritter. In other words, you talked about fiscal discipline, but 
it is a discipline that involves shared ground rules. We need an overall 
restraint rather than one or two Congressmen going out on a limb 
and saying to people in their district that the Federal money machine 
can't proQuce for us because we are trying to hold back on spending 
while a neighboring legislator milks the system. 

We need this kind of umbrella, all of us, regardless of party. 

Mr. Volcker. I can see tbe argument, I think, in the abstract — 
that you can vote for the general limitation and then you are forced 
to put your specific actions within that framework. And it is the 
^ecific actions that, of course, are the difficult ones. 

I would not want to close off all consideration of every option in 
that area. 

Mr. Ritter. It sounds like you are favorably disposed toward some 
kind of discipline to impose a spending limitation on the gross national 
product that the Federal Government can take out of the economy. 

Mr. Volcker. I find myself coming to that point, even though I 
have not seen any specific legislation that makes me entirely happy. 

Mr. Ritter. At what stage in our economy do we try to stimulate 
productivity through the tax structure? 

How long do we have to Ight inflation before we get to the point 
where just about everyone. Republicans and Democrats alike, real- 
ize the idea that supply is important and productivity is important? 
The tax code in this country opts against these key factors as opposed 
to our competitor nations. Our current system opts against savings, 
opts i^inst investment, opts against puttii^ away tor the future 
productive capacity. 
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And it seems to be pretty much accepted. 

How far down the road do we have to be? 

Mr. VoLCKEB. You point to an extremely difficult dilemma. I 
would love to see those kinds of supply oriented actions taken, but I 
fear that if they are taken at the expense of a big loss of revenue in 
the short run, given our present spending posture, the result will not 
be constructive, but destructive, because the inflationary effects will 
offset the potentially constructive effects. 

Mr. RiTTEB. Do you see that congressional spending is the primary 
and principal other action outside of your own monetary task? 

Do you see that as the prime responsibility for America to fi^t 
inflation. 

Mr. VoLCKBE. Yes. I think it is fair to say that to make room for 
the kind of action that you describe, particularly, and that I think 
would be highly salutary, we need that spending prerequisite. 

Mr. RiTTER. Thank you, Mr. Chairman. 

Mr. Fauntbot, Thank you. The gentleman from New York, Mr. 
Luudine. 

Mr. LuNDiNE. If I would have known that you were goii^ to ask 
those questions, Mr. Ritter, I wouldn't have yielded. [Laughter.] I am 
deeply distressed with the record, albeit, somewhat explainable by cy- 
chcal trends, where, as you report, we had a 2^-percent decline m 
productivity in the nonfarm business sector last year. 

Your charts on page 35 of your report are interesting, showing com- 
pensation per hour remaining fairly steady, but output per hour Eaving 
declined rather dramatically and unit labor costs having increased 
rather dramatically. 

Now I fully understand your answer to the last question, but it 
seems to me that this whole battle on inflation is doomed if we are 
going to concentrate exclusively on the demand side by tightening 
down the screws. It hasn't worked in the past, in the seventies. 

And it seems to me that unless we can turn around that productivity 
growth decline, that we have experienced since 1968 or 1969, or unless 
we are willing to accept a substantial decrease in our standard of 
living, just fundamental economics tells us that we cannot succeed. 

And I am concerned that you are counseling, as I undei^tand it, 
that we should not go forward toward additional stimulus for capital 
formation at this time, that there is not much we can specifically do 
about productivity other than removing regulatoiy burdens whicli 
impact on productivity as much as they do generally influence inflation. 

You seem to take the same attitude as the administration in their 
annual economic report. Having noted that productivity has de- 
clined, they more or less shrug their shoulders and say, it is unfortu- 
nate, we are going to have to learn to live with it. 

And I don't accept that at all. 

Mr. VoLCKEE. I don't accept that, either, if I may just interject. 

Mr. LuNDiNE. Good. What can we do, do you thmk, then, to poa- 
tively make a turn around in that kind of productivity perfomtuueT 

Mr. VoLCKEB. Again, it is only a question, I think, of gettii^ die 
sequence right. 

First of all, I agree with the comments you make about the basically 
devastating impact of this trend in productivity shown on that chart. 
And it greatly complicates the problem of dealii^ with inflation for tjie 
very reason you suggest. We are not going to have a real increase in 
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living standards unless we increase productivity, because that is where 
it comes from; there's no other place that it can come from over time. 

At the same time, I think we have to understand that productivity 
trends are rather deep-rooted. There is no magic way we can suddenly 
get an increase in productivity above what it would otherwise be, lu- 
most regardless of what we do in the short run. 

But the kind of measures that I infer, at least, from your comments, 
I think are important, and I would like to see them done just as soon 
as possible. Now that gets into the question of what is possible and 
what is possible right now, and I have already indicated what I think 
is the prerequisite for that action. 

I suspect we can both a^ee that in the current context, the worst 
thing that we could do is kind of give away tax revenue in a way that 
isn't directed towards this problem. That would just put off the day 
even further for making a constructive attack on this problem. So 
let us get that out front as the No. 1 priority. 

We don't want a simple purchasing power tax program, a tax rebate, 
or something like that, which would undermine the budget and not 
attack this underlying problem. And I would agree with you, just as 
soon as possible, let us get in a position to make changes to improve 
capital formation. I do not think that we can afford to take the nsk of 
delaying progress on inflation because I don't think that we are then 
goiii^ to get flie results that you and I would hope for, 

Mr. LiTNDiNE. Well, let us take one example of an idea that no doubt 
will be debated around here on capital formation of accelerated 
depreciation. 

As you well know, we have one simple rather dramatic change that 
is proposed, the Jones-Conable approach. 

It strikes me that there may very well be a less far reaching, but 
somewhat effective, means for allowing a business that invests and 
reinvests in capital equipment to fare relatively better than it does 
under present fawnsome way of recof^nizing the fact that the useful 
life economically of equipment today is far different than the useful 
life in terms of its capacity to be productive in any sense. 

Do you have anv thoughts as to whether such a measure or perhaps 
some version of that kind of proposal would, in tact, be helpful in 
stimulating productivity? 

Mr. VoLCKBB. It seems to me one of the leading candidates that 
should be considered, I know various ways of tackling this investment 
problem, but that is among the good ways, it seems to me. 

Also, taken in its unvarnished form anyway, it is a big revenue 
loser over the years, which is precisely the problem; we have to have 
the spending side of the budget in shape to a degree that we can say, 
"Now is the time to go ahead." 

That is my only point of disagreement. 

Mr. LtJNDiNE. Fmally, one of the problems with productivity, it 
seems most people who analyze it would agree, has been our lack of 
innovation. 

Traditionally, a lot of our innovation has come from small busi- 
nesses. I am concerned and wonder if you could just make any general 
comment about the undue impact of the high interest rates which we 
have experienced, and it appears that we wm experience for sometime, 
on these kind of small businesses that have trouble getting their 
financing. In addition to that, of course, these small businesses have 
been virtually cut off from any equity financing in the last few years. 
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Mr. VoLCKBR. Let me just mention the last point. The performance 
of the equity markets for a good many years has been another of 
those symptoms of our unsatisfactory economic performance, and, 
again, in a broad sense, it certainly seems to be affected by the kinti 
of problems that inflation creates. As to the small business problem 
in general, I share the feeling of concern that you have expressed. At 
the same time, I want to recognize there is relatively hard data in 
this area. We are making some effort to get a little more facts — it is 
not going to be a perfect effort — about just what lending and other 
terms are for small businesses. 

Many of our statistics come from big banks and, of course, the 
small business needs are taken care of by smaller banks. It has been 
kind of an elusive area through the years, and I don't think that we 
have adequate information for makmg as confident a judgment one 
way or the other as I would like. 

My impression is that many banks have been conscious of that 
problem. I suspect the evidence would show — but I am not in a 

fiosition to give hard statistics about it — that interest rates, at least 
or small businesses, have gone up much more rapidly than for big 
businesses because there has been some conscious effort, I think, in 
appreciation of their own long-term interests, for banks not to make 
it unpossible for that kind of business to proceed. 

The longer we stay in this kind of a period, the more difficult it is 
to shield the impact on small businesses which, to my mind, is some- 
what like the housing situation. If we are worried about this kind of 
thing — which we legitimately should be, for the veiy reasons that 
you suggest, and others — we have got to recognize that a distorted 
inflationary economy is not the best environment in the world for 
this kind of financing to proceed. 

Mr. Fauntrot. The time of the gentleman has expired. 

The gentleman from Nebraska, Mr. Cavanaugh. 

Mr. Cavanaugh. Thank you, Mr. Chairmiui. 

Mr. Volcker, I am impressed, given the general conservative ami 
cautious and even to me at times obscure nature of your presentation, 
that the one particular in terms of fiscal policy that you have selected 
out to be rather clarion about in bringii^ to the attention of the 
Congress is the matter of the danger — the liscal danger and economic 
danger that we face by extremely latge increases in our defense 
expenditure. 

On page 2 of your statement and then again on page 9 of the report , 
you state, for example: 

Let me say, for example, it muat be reeogalied that any aubatantial Increase in 
defense spending beyond what is alre&dy contemplated in ttie adminiatratiou 
budget could significantly alter the economic outlook. The lag between authorisa- 
tion and actual federal outlay may be quite long in the case m miliatry hardware, 
but its expectational impacts on employment, production, and private spending 
con emerge fairly quickly. 

Now I take that to mean that significant increases above what the 
administration has proposed — and there is a great clamor for that now 
in terms of defense spending — would have both an immediate adverse 
economic impact as well as a long-term burdensome fiscal impact. 

Now I don't take your comment to be a judgment on the policy 
considerations and the national security needs of this countiy, but 
rather as a warning or at least an exposition to the Americtn people 



,y Google 



143 

that the price will have to be paid in t«nu5 of inflation and tax burden 
bo sustain new defense e^menaitures of a major scope. 

Is that an accurate understatidiiLg? 

Mr, VoLCKBH. That is absolutely correct, Mr, Cavanaugh. I think 
m ought to spend on defense what we must spend on defense. That 
iadgment has to be made in a national security context, and nothing I 
b&ve said should reflect upon the priority of that decision. On the o ther 
httnd, as you suggest, we have to rec<^mze that it has some conse- 
[[ueoLces. I must say I have no evidence that defense spending is going 
to rise appreciably more sharply than suggested in the President's 
budget, and I think it's easy to exaggerate the short-term impact of 
Uiat in the context of the total economy. Nonetheless, it is another 
Factor — ^just in terms of the budget impact — that only makes more 
pointed, I suppose, my concern with restraint on the wnole. 

Mr. Uavanauoh. A second area that I am interested in is your 
xmunents on consumer purchasing and activity. And on page 1, you 
itate: 

One of the most critical questions is whether consumers, faced with lower real 
jicomea and expecting higher prices, will continue to spend an extraordinarily 
liigher percentage of their income despite heav; debt burdens and reduced liquid- 
ity. Purchasing power is again being absorbed by sharply higher oil prices, and 
jiere is no assurance that this process will quickly come to an end. 

Yet in this morning's Wall Street Journal there is a commentary 
that unnamed economists in the administration and apparently in 
bhe Fed have no enthusiasm to implement the authorities oi the Credit 
CJontrol Act and, in fact, comments that the Credit Control Act is 
jn workable. 

I take it from your testimony that in spite of your observation that 
M>nsumer debt is among the most critical factors that we face in deal- 
jig with inflation, that there should be no official action to curtail it 
a a direct way. 

Mr, VoLCKBR. That is right. 

Part of the thrust of what I am saying — and what makes economic 
Forecasting particularly difficult at the moment — is the suspicion that 
trithout the kind of controls you are suggesting, consumer spendit^ 
ooight drop rather suddenly, sometime. 

Now the reason forecasters went wrong last year — at least, the 
principal reason they went wrong^is that they were not anticipating 
that consumer spending would be maintained at the high levels it has 
at the expense of savii^s. In the long-run context, that low rate of 
savings is unhealthy; no question about it. 

On the other hand, one sits here and wonders about whether there 
(rill be a sharp adjustment. As I suggested earlier, looking at the two 
industries that I think are most directly dependent upon the use of 
credit by individuals — tbe housing industry and tne automobile 
industry — I think we can aay that both of those industries are already 
in a period of adjustment. 

Mr. Cavanauoh. But you recommend no further action by the 
Government or the Executive to control consumer credit? 

Mr. VOLCKBB. No. 

Mr. Cavanauoh. Thank you, Mr. Chairman. 
Mr. Fauntbot. Thank you. 
The gentleman from Mmneaota, Mr. Vento. 
Mr. VBNTO. Thank you, Mr. Chairman. 
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Mr. Volcker, welcome to the committee. It is the first time we h&ve 
had a chance to hear from the distinguished new chairman before this 
committee, as I recall. In any case, tiiere are a lot of economists, and 
if you sit them ell on the t^ound^ they all point in different directions. 
At least that has been my expenence. But obviouEdy, those who woA 
in your job have somewhat more impact in t«rms of policymaking 
than others. 

Mr. Volcker. If I may just int«riect, they were all pointing in the 
same <lirection last year. It just happened to be the wrong direction. 
(Laughter.) 

Mr. Vbnto. Well, they f^o in different directions. 

In any case, today in the Wall Street Journal there is on article 
called "Price Production Data Arrives. Feared Slump May Be 
Averted." Beading further, the article stat«s: 

With iaflationary preesurea continuing to raise the possibility that the economy 
might avoid a recession this year, it has begun to worry some government p<dlcj 
m^ers. 

My question is, How long do you think that Government polii^- 
makers will tolerate a prosperous economy? [Laughter.] 

Mr. YoLcKBR. In one sense, you can call this economv prosperous. 
In another sense, it is an economy that is rife with problems and dis- 
tortions. We were just talking about one of them, the consumer 
spending area. I think it is unhealthy over a period of time to have a 
savings rate as low as it is, because it feeds back on our investment 
problem in the long run, and I would have very mixed feelings about 
the extension or prolongation of that kind of savings rate. 

Mr. Vbnto, I suppose that one might also observe the differentia 
between the cost of borrowing and what is responsible for the bor- 
rowing and the inflation factor and why people don't save. 

In any case, let me look at one of the controls that the Federal 
Reserve has used. Mib is a concept that includes all transaction 
account money in depository institutions. If based on that definition, 
M|B went for quite a roDer coast«r ride in 1979, 

Under your new procedures announced October 6, can we look 
forward to better control over, for instance, this newly defined Mib 
money or not? 

Mr. Volcker, I think Mib is a little confusing in that respect, 
Mr. Vento, for the particular reasons I suggested earlier. I don't 
know for sure what Cfongress is going to do with the legislation before 
it, and the problem we have with a number of these aggregates is 
that the institutional settii^ changes, which puts them on a roller 
coaster in the short run. 

We have assumed here, somewhat arbitrarily, that the legislation 
isn't going to pass. I think that's probably contrary to the fact. But 
on the other hand, we didn't want to assume legislation that had 
not yet passed. If the legislation does pass, then we are faced witb 
the difficult judgment as to how much Mib is distorted during s 
transitional period by, in effect, drawing money out of M2, 

So I'm not sure that M,b in this particular year, assuming the 
legislation passes, is going to be the best indicator m the world. It may 
look like it is on a roller coaster and require a judgment about what the 
transitional effect is. Right now, it moves quite closely with Mia. But 
if we are faced with a new institutional settmg, we will have to mak» a 
judgment about that. 
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Mr. Vento, Mr. Volcker, you expressed great concern about the 
credit allocation aspects that were raised both by the chairman in 
terms of use of the discount window and present legislation that gives 
the administration, and perhaps the Fed, power. 

But really, doesn't the monetary aggregate tool and the discount 
window that you have now really give you the same type of impact on 
business and the economy? I think it could be argued that in many 
instances these actions would be even less precise and more unwieldy. 
Yon seem reluctant to deal with some of the subjective judgments 
that might be called upon in terras of credit allocation, but obviously 
they are inherent in the current power that you freely exercise. 

But are we so frozen and static that we have no dynamic change? 
For instance, I find this M,b definition very late in arriving in terms 
of dealing with monetary policy, and what ['m really wondering is, 
don't we need some modifications when these monetary a^;regate 
tools, discount window tools don't seem to be doing the job that they 
are supposed to? 

Mr. VoLCKBR. A market mechanism is both a wonderful thing and 
sometimes hard to fathom. Certainly, judgments have to bo made 
about who gets particular amounts of credit and at what price. My con- 
viction is that that is likely to be cruder and more arbitrary and less 
successful if I am the fellow who is supposed to administer those 
controls from Washington on some gross basis, because there is no way 
anybody sitting here — any of us, the whole Federal Reserve apparatus 
or anybody else in Government — can really make the kind of judg- 
ments based on particular, individual circumstances, that would have 
to made. 

Mr. Vento. Tax expenditures, of course, hii^e exactly on that type 
of problem, Mr. Volcker. 

One last point I wanted to make before my time expires is that we 
talked about Federal spending in relation to the fiscal and monetary 
policy that exists. Since f have been here, the largest increase in any 
category of spending or uncontrollable spending has been, of course, 
the cost of interest on the national debt, which I suppose, in all cases 
is directly attributed to the Federal Reserve Board policy. 

In other words, you are the leader of the pack by virtue of Federal 
Reserve Board actions and their impact on the Federal budget. In 
terms of overall expenditure, the present national debt represents one 
of the smallest percentages of gross national product in recent history. 
It is, relatively, a low percentage of the GNr, 

And I point this out to you, Mr. Volcker, because I am sure that 
you don't consider it in this light when you look at your monetary 
policy. This spending that goes on for mterest is, in fact, on the 
demand side — not on the supply side — $17 billion extra this year 
because of the Federal Reserve Board change and impact on monetary 
policy. 

So I just wanted to put in focus the relationship between what 
you are doing and what we are doing and how they interact; and I 
would like you to comment on it briefly. 

Mr. Volcker. I am not happy about the interest costs to the 
Federal Government. In relation to the total budget, despite those 
rapid increases that you rightly point to, this hasn't spiraled greatly. 
Maybe that is an indication of bow rapidly other expenditures are 
rising. 
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Mr. Vbnto. Well, I think the Fed is the leader of the pack on the 
fiscal side of Federal spending. 

Mr. VoLCEER. Relative to the GNP. But my basic answer would 
be that those interest rates in a very fundamental way really aren't 
reflectii^ what we are doing. They are reflecting the inflationaiy 
situation that we have. 

Mr. Vento. You expressed some interest in terms of some sort of 
tax reform if we had the ability to do it. If we didn't have the type of 
expenditures for interest rates, perhaps we could do it. Perhaps we 
could have an agreement. 

Mr. VoLCKER. Let me give you an example of that interest rate 
phenomenon. 

Mr, Fauntrot. And this will be the last one, 

Mr, VoLCKBB. In the past month^ — if I can just be quick — there 
has been a big decline in the bond market which will undoubtedly 
add to the interest costs of the Treasury for some years to come. 

That decline in the bond market didn't reflect any change in policy 
on our part. It reflected growing concern about inflation in the marketr 
place. We had no overt or covert action that produced the 10-point 
decline in the bond market, but there it happened. I think it is a good 
example. 

Mr. Vento. Mr. Chairman, I would just yield my time by saying, 
"Lag, Mr. Volcker, lag." 

^fr. Fauntrot. The time of the gentleman from Minnesota has 
expired. 

And flnally the time of the gentleman from Okl^oma, Mr. Watkins, 
has arrived. Amen. 

Mr. Watkins. Mr. Volcker, I have been waiting patiently all 
morning long. I hope you can be patient with me as I discuss with 
you something very much on my mind. 

I came to Congress 4 years ago after spending 12 years in tiie 
homebuilding business. My entire life was put into that business. 

You mentioned homebuilding has been the point. All of us in the 
homebuilding business think we are the whipping boy moat of tiie 
time. Any time we have tried to get a handle on the economy, the 
interest rates increase. 

I am here to say there are some alternatives to just raising interest 
rates in trying to get hold of the economy. 

We have watched this over a long period of time. I think you, the 
Feds, are bankrupting a lot of homebuilders and taking away their 
complete life and survival from them. The Feds are pricing home- 
building completely out of the market for most people, because thev 
can't afford homes nowadays, especially in the private sector itBeti. 
And you, the Feds, have to accept the responsibility, as my friend, 
Bruce Vento, from Minnesota said, for causmg much of the inflation. 
In fact the biggest inflationary factor in homebuilding happens to be 
the interest rates. 

Now, why? I have on my desk right now, Mr, Volcker, the names 
of three homebuilders who have called me from Oklahoma who ask 
"What's happening? Which way can we go?" They are quitting I 
building. They cannot continue to exist in the private sector. 

Another increase of a percent or two of interest doesn't botliBr 
them, because they have extended themselves so much in the past. 
They have kept going with you. They have kept borrowing with 
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you. They have kept going out there on a limb with you, and now 
they are saying, "Hey. What Federal pro-am exists to help us out?" 

So Mr. Ashley's Subcommittee on Housing and Community Devel- 
opment will have to investigate into "What kind of housing program 
can we come up with that can provide housing because of the high 
interest rates?" We have shut homebuilding down. We have put the 
man in Government on the spot to come up with more subsidized 
housing which causes more indebtedness, more inflationary forces, 
and more Government spending, 

I say there is an alternative. There has got to be an alternative. 

I would like to point out a couple of alternatives I see. You say 
there are no alternatives other than high interest rates. Let me tell 
you, high interest rates are the policy we have had, the old time 
religion we have used. Maybe we have to go back to the older religion. 

As one of my colleagues said, wage and price controls are one way 
we have got to go. I say there is another way we can go that is under 
the jurisdiction of the Fed. It is your responsibility. That is to 
tighten credit from another angle — downpayments. Downpayments. 
This little thing I am holding in my hand — a credit card — has come 
on board in the last decade or so. It has been a big factor, and it 
caused changes in monetary policy. It creates money. I talked to my 
good friend, Gladys Spellman from Maryland a wnile ago. Most of 
us in our earlier days had to have a downpayment to purchase anything 
especially things that appreciate like homes. We had to have credit. 
But now we are buying everything on credit that depreciates. We are 
paying for things that we don't even own anymore. Automobiles are 
bemg financed over a 4- to 5-year period instead of a 3-year period. 
That is an expansion of monetary policy. We have not changed the 
Fed's policy on looking at that, not one single bit. 

Credit is an element in the economy we have got to look at. It is 
one of the things I think would answer the issue that the President 
stated back in June in his statement about the crisis of confidence. 
Most people find themselves overextended today. They have got more 
months left than they have dollars. 

They should be required to start saving a little. That would build 
their confidence back. We have overextended in this country because 
of that. 

I have two questions I would like to ask, based upon that particular 
scripture we have used and also that particular text we have talked 
about. 

The first question requires only a yes or no answer. 

Have you discussed credit downpayment as a means of controlling 
inflation at the Fed? 

Mr. VOLCKER. No. 

Mr. Watkinb. If you have not, my second question is why not? 

Mr. VoLCKEB. I tried to suggest the answer to that earlier, Mr. 
Watkins. 

There is, I think, a great deal in your preliminary comments with 
which I would agree: that the savings rate is too low; that we have 
grown into the habit of individually, perhaps, living on too much 
credit. 

But I am still faced with the question of what is appropriate in 
today's circumstances. I would not nave thought that a downpayment 
requirement would help the housing industry, fdready a matter of 
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considerable concern for the reasons you suggest. I must aay, the whole 
thrust of public policy for many years has been to go in the opposite 
direction 

Mr. Watkins. It is more than just housing. 

Mr. VoLCKER. I agree there is more than just housing. But the other 
big area, as I suggested, is the automobile industry. 

Credit cards, which I think have the practical effect that you suggest 
of speeding up the turnover of money, are taken account of as best 
we can in the way we set our targets. But it would be a very big 
change in the habits of the American people, at this stage I am sure, 
to outlaw the credit card; and I don't know what you would <io about 
it other than, in some sense, outlawing it. 

Is that the direction we really want to go: take those decisions away 
from the individual consumer who apparently appreciates the ability 
to make them? 

Mr. Watkins. I think a crisis of confidence exists. 

Mr. VoLCKBB. I don't disagree with that. 

Mr. Watkinb. Cre(Ut for automobiles, as I mentioned, has been 
extended from 2 to 3 years to 4 to 5 years. That is expansion. In days 
gone by, we used to have to pay do\vn to buy washing machines and 
we like. 

Mr, VoLCKER. I agree. 

Mr. Watkins. Today we don't. 

Mr. VoLCKEH. I agree. 

Mr. Watkins. We have just put a flame under the inflationary 
situation and the Feds have not addressed it. You said they haven't 
even discussed it, and it is a big contributor to the expansion of the 
inflationary factor. 

I would like to ask, Mr. Chairman, for a report to this committee 
about credit, downpayments, I think it would build people's confidenre 
back. It would put money into our housing industry. We would be 
able to lower interest rates. I think you could equalize, if you please, 
this burden just a little bit across this Nation, 

Some people are saying wage-price controls are the answer, I sav 
there is one other alternative, and I think we should at least look 
at it. 

Mr. VoLCKER. We would be glad to provide you with en analysis 
of our thinkit^; on this matter. 

Mr. Watkins. I would like to propose you look at this hypothesis 
about less credit not just higher interest rates. It would help provide a 
slowdowTi in the economy and lower inflation. 

Mr. Faunthot. Without objection, the Chair will request of Mr. 
Volcker a specific response on that question. With that, the time of 
the gentleman has expired. 

We have two members who have come who have not yet been heard 
from. I'm going to ask if Mr. Green would yield for Mr. Ashley at 
this point, and then we will pick your questions up. 

Mr. Ashley? 

Mr. AsHLBT. Thank you, Mr. Chairman. I will be brief. 

I am intereste<l in your testimony from the standpoint of the energy 
problems that our country faces. I understand that the Federal 
Reserve's monetary targets aren't designed to accommotlate inflation 
any more than they're designed, at least in the short term, to curb 
inflation. What bothers me, I guess, Mr. Volcker, is the fact that in 
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1972 the United States paid $5 billioa for its imported oil. This year 
it will pay between $90 and $100 billion for our imports. Next year 
it is gou^ to be worse because of the impact of decontrol, which I 
support. But from a cost factor, an inflation factor, we can't delude 
ourselves, because what we are doing now is mixing very expensive 
foreign crude with at least partially controlled domestic. Next year 
we are going to be mixing probably even more expensive foreign crude 
with uncontrolled domestic, which of course will be set at the foreign 
price. 

Mr. VoLCKER. It won't add to our import costs next year unless the 
price goes up. Aren't you making some judgment about the price? 

Mr. Ashley. That is so. But in terms of overall economic impact 

Mr. VoLCKER. Decontrol affects the price level. 

Mr. AsHLBT. Yes, right. What bothers me, of course, is the fact that 
we have control over the price in the short term of oil to the OPEC 
countries. Now, it might be arguable that financially we have the 
inherent power to control that if we wanted to use it. But from a 
practical standpoint, we haven't that price control. The establish- 
ment of the price of crude oil rests not with us but with the OPEC 
countries. 

What they're saying is, until you get more jobs, take some action 
at home, constrain demand, we will do it for you, we will do it either 
through the price mechanism or we will do it through availability 
of oil or a combination of both. 

I guess my question is this: Now, here you are, trying with great 
capacity, to say nothing of goodwill and so forth, to chart a monetary 
course for our country, where you have got about three wild cards as 
far as energy is concerned, that you have no way of knowing how to 
figure. Do you take a worat case Kind of approach or just how do you 
handle that? How does the Fed handle this kind of a dynamic that 
obviously is of such significance in every single facet of our economic 
activity? 

Mr. VOLCKER. We can't do it well, as you suggest. We certainly 
can't do it perfectly. And I do think that we are going to be at the 
mercy of this situation until we do a better job of convincing people 
that we are going to have a declining demand for imported energy. 
That is why I attach great priority to that, even though the immediate 
impact may be to push costs up further in the very snort run. I think 
the long-run benefits are so clear that we can't afford not to act. 

How do we take it into account? We knew specifically at the time 
we were setting these targets for this year pretty much what the 
oil price impact had been up to date. 

Mr. Ashley. I should think, then, it would be very misleading, 
because we went from 1972 to about 1978 ^vith a very tranquil kind of 
situation. 

Mr. VoLCKBR. It is a question of whether it is or not. We make the 
operating assumption — maybe this falls into the prayer category — that 
from here on out, looking at a 12-month period any^vay, the increases 
in the price of oil will be moderate at most. That is after a great 
big hump in prices and t^ainst the background — a factor you didn't 
specifically mention here — that there is currently an excess of pro- 
duction over consumption in the world. In other words, there has 
been a lot of stockpilmg, and at least in a voir short-run sense one 
of the factors that pushed the oil prices up so sharply during the fall 
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was the fact that sjK>t urices — not the official prices of OPEJC — \i'ere 

3ky-hig;h. OPEC prices nave gone up, but they went up to match Uie 

spot prices, because there was so much hoarding and stockpiling of oil. 

As time has passed, stocks have increased, and I hope that that 

f articular point of pressure on the market subsides. And if it does — and 
think that it is critically important that it does — the near-term 
outlook for prices is not unreasonabe. If that assumption is upset, 
we have got still more problems than we have counted on here; and 
we've got plenty. 

Mr. AsHLBT. You see, I can see that if you are wrong on this 
you are going to have to accommodate your monetu^ targets, you 
are going to have to relax. You will have to, because if you miqudge 
badly enough and you don't accommo<late the miB]udgment by 
relaxing credit iiolicy, you send the economy right into a recessionsiy 
spin that would be very severe. 

Mr. VoLCKBR. I told you the assumption that we made in developing 
these particular targets. I think there is some element — not whdly— 
but some element of chicken and egg in this process; if we do not 
have reasonable restraint we will maximize the chances of getting 
just the kind of fiirther oil price increase you are concerned about. 

Mr. Fauntbot. The time of the gentleman has expired. The gentle- 
man from New York, Mr. Green. 

Mr, Gkeen. First, Mr. Volcker, let me apologize for not being 
here earlier. The rental housing task force of the Housii^ Subcom- 
mittee was holding hearings this morning in New Yott from 8:30 
to 10 o'clock. So Mr. Volcker, we have been at work. 

But I did want to ask about the fact that there still seems to be 
abroad in the land a feeling that credit is easy, despite your actions 
on October 6 and despite your policies since then. Mayoe money is 
more expensive and maybe corporate treasurers are deciding hi 
borrow short instead of borrowing long because of what has happened 
in the bond market. But there is still plenty of money arouna m the 
banking system. 

Would you care to comment on whether that is an accurate per- 
ception, and if so why it is hajipening despite Federal Reserve policies, 
and what can be done about it? 

Mr. VoLCEBB. I am aware of some of those feelings. Perhaps some 
of those people should have been listening to some of the conunents 
from your colleagues this morning. But, 1 think, there is certainly 
reality to the fact that credit has continued to flow during this period. 
I think there is also reality to the fact that, horrendous as these 
interest rates are in respect to our own history, what those people are 
telling you is they are willing to borrow at these interest rates beiiauBe 
they are so pessimistic about inflation. 

I think the homehuilding industry has obviously been hit, and it is 
the most vulnerable point. But even in that area, I suspect a number 
of people have been surprised at the willingness to borrow, let us say, 
at a 13-percent interest rate. Perhaps it is not so hard to understand 
when you realize that the prices of houses have been going up at 15 
percent or more. 1 think you do have to look at these interest rates 
in the perspective of what is happening to inflation; the interest rate 
phenomenon is, in very substantial part, a kind of tail-chasing phe- 
nomenon. I do, I think, take the kind of comment that you have inade 
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and that you have heard from others seriously enough; there isn't 
real evidence that the economy has been brutally squeezed by what 
has been going on. 

Mr. Green. Your response would seem to indicate in a sense that 
the policy faces a hopeless situation, because when there is an in- 
flationary psychology the public will be willing to pay any price for 
money, 

Mr. VoLCKBH. I woD't go so far as to say axiy price. You know, we 
have devoted a lot of effort, rightly or wrongly, over the past 15 
years — and I think members of this conmiittoe have been very 
mterested in this— to freeing up the markets from the kind of con- 
straints that we once had. R^ulation Q, which has been greatW- 
liberalized, is a case in point, but it is not the only case in point. We 
are more reliant, in a sense, on interest rates, as that cost factor exert- 
ing restraint. We don't have the availability constraint that we once 
hadj and most people count that as a blessing. But when people don't 
see it they say, "What is happening; we don't see it." 

Mr. Green. Do you count it as a blessing? 

Mr. VoLCKER. On, by and lai^. I thidi that we needed some 
freeing up here. I get restive about it now and then because it comes out 
partiuly in interest rates higher than they otherwise would he. 

Mr. Green. Let me ask you this. Both in your report today and in 
yom- testimony to the Joint Economic Committee on February 1, you 
mdicated that we ought to stick with the monetaTy discipline despite 
these short-term seeming reverses. Would it be useful to you to have 
the section of the Federal Reserve Act that deals with the open market 

Eolicy amended so that, instead of basically calling for accommodating 
usiness and commerce, it would make price stability the basic tai^et 
of the open market operations? 

Mr. VoLCKER. That idea has come up from time to time. I think we 
have always interpreted our mandate as being concerned about price 
stability, if for no other reason than I don't think the economy 
functions effectively without it. I am not allergic to your suggestion. 

Mr. Green. Thank you very much. 

Mr. Faontboy. The time of the gentleman has expired. The gentle- 
man from Ohio, Mr. Wylie, and the gentleman from North Carolina, 
Mr. Neal, have requested two more questions. And in the time re- 
maining to us, the Chair yields to them for those questions Mr. 
Wyhe? 

Mr. Wtlie. Thank you, Mr. Chairman. You have been very patient 
and very good, I might say, and 1 won't prolong this. But 1 would like 
to ask a question on how good can you be — and I am sorry the chair- 
man of the committee is not here as I ask this. What percentage of 
total commercial bank deposits are presently subject to the Federal 
Reserve? At what of deposit coverage is the Fed's abihty to control 
monetary policy threatened? In other words, if there is no early resolu- 
tion of the membership legislation, how soon before the Fed's ability to 
control monetary pohcy will be in jeopart^? I say that advisedly, be- 
cause Secretary Miller, then Chairman ^[iller, more than 1 year ago 
said we had almost about reached the emergency threshold at tJiat 
time, if I interpreted what he said correctly. 

Mr. VoLCKEH. Where we are at is moving below 70 percent of de- 
posits, and we are moving more rapidly now, because we are having 
quite an exodus of member banks, given that the situation has not been 



jyGOOgll 



resolved. The way I would answer your question &s to threshold is 
perhaps not quite as precise as you would like or I would like; the an- 
swer IS that I don't fciow precisely . 

I think it is a process; that we don't pass from full control one clay 
to lack of control the next day. I would say we are already feeiinp the 
pressure. We already have a situation in which nonmember banks, 
particularly durii^ a period like this, seem to one way or another be 
able to expand more rapidly than member banks. 

But, more importantly, there is a degree of inhibition on some 
actions we might take that fall only on member banks and create a 
bi^er relative burden on those banks, including some of the measures 
that the chairman has been interested in. These get into such tech- 
nical areas as lag reserve accounting. It is not so easy to have con- 
temporary reserve accounting in this complicated world in which we 
live when we are only going to burden a handful of member banks 
with that kind of approach. 

When you get in the area of reserve requirements, it gets very 
difficult to make any change in those requirements in a more restric- 
tive direction when that only adds to the burdens of a limited sector 
of the banking community. So I think it already is an inhibiting factor, 
both in open market operations and, perhaps more importantly, in 
other operations. Now, where the precise crisis point is, I am not 
quite sure. But as I have always said, I don't want to find out in the 
event, because I think it already inhibits us; it already makes our 
life substantially more difficult. 

Mr. Wylie. Thank you very much. 

Mr. Fahntrot. Thank you. 

Mr. Volcker, as you can understand, the committee is vitally 
interested in your report, and I am going to recess briefly for the 
members to vote, and we will resume at 5 after 1. 

[Brief recess.] 

The Chairman. The committee will be in session again. 

Mr. Evans of Delaware? 

Mr. Evans of Delaware. Mr. Chairman, there is one thing for 
sure around here. You can never make any plans. I apologize for 
keeping us late. I will be very brief. 

Mr. Volcker. I made plans to stay here. Go right aheafl. 

Mr. Evans of Delaware. I had asked earlier about the elapsed time 
in terms of the impact on the inflationary spiral that we have with 
the exercise of monetary restraint. And as you know, people vary in 
their answers to that. Professor Friedman feels that it is somewhere 
close to 2 years. The staff of the Subcommittee on Domestic Monetarj- 
Folicy indicates that before any significant impact on inflation, you 
would have to be exercising monetary restraint for about 2 years. 

What is your feeling? 

Mr. Volcker. I wouldn't pretend to make that kind of (irecise 
judgment; I don't think it is wise to suggest it with that kind of 
precision. There are too many other things going on in the economy. 

I just had a colloquy witii Mr. Ashley about the impact of oil 
prices and, in the kind of time perspective that you are talkine about, 
unfortunately, they may be as influential as monetary policy. So 
trying to make that kind of a judgment without too many other 
aeeumptions in place seems to me a futile game. I think we can all 
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agree it takes some time, and it is not a case where nothing happens 
for 2 years and then after 2 years everything has happened. It is 
obviously a gradual process. 

Mr. Evans of Delaware. Mr. Volcker, I understand that com- 
pletely. But before the Joint Economic Committee you said that some 
progress would begin to emei^e within the year, 

Mr. VoLCKEK. Let me look at it this way. I was hopeful, maybe too 
hopeful. But I think there were reasonable grounds last October, 
given what looked like the most likely course of the economy and 
making what turned out to be a far too modest adjustment for oil 
prices, for thinking that we would see a visible decline in the price 
mdexes about now, and that that would have been very healthy in 
terms of expectations and psychology. And as people began to see 
prices going down, the process could continue durii^ the year. 

Quite clearly we have been thrown off course. We have been thrown 
off course both by the general psychology, by the distrubed interna- 
tional situation and its direct implications in terms, at least, of uncer- 
tainty in defense spending and, most importantly, by the size of the 
oil price increase. So instead of people feeling better about inflation, 
they now feel worse; I think that is quite clear. So we haven't begun 
tumingthose expectations around. 

Mr. Evans of Delaware. I do understand the psychological impact 
of this type of thii^. You have said in your prepared statement that 
the inflation rate is currently responding to the new oil price increases. 
Then you said later, in response to a question, that the oil prices 
were extremely aggravating as far as the inflationary spiral that we 
presently are enjoying. 

I thinK there is a tendency among many- to blame OPEC for all of 
our problems. If our wives leave us, it is the OPEC problem or it is 
the major oil companies' problem. Everybody blames the major oil 
companies or OPEC for everything. And that is a factor, but, you 
know, it is not the controlling factor in terms of the inflationary spiral 
that we are in. And you a^ree to that, don't you? 

Mr. VoLCKEH. I think it is a very large factor. 

Mr. Evans of Delaware. How laige, sir? Because West Germany, 
for example, has an inflation rate of a Uttle over 5 percent; they import 
about 96 percent of their oil from the OPEC nations. Japan imports 99 
percent of its oil; they have an inflation rate of less than 5 percent. 
I could go on and on and on. 

Mr. Volcker. We cannot blame our whole inflation problem on our 
oil price situation. 

Mr. Evans of Delaware. Many people have, as you know, sir. 

Mr. Volcker. And I would disagree with that. But I hesitate to 
put a quantitative limit on it. 

Mr. Evans of Delaware. Others do not hestitate, because I have 
heard the administration spokesmen indicate that it is probably 60 
to 80 percent of the cause of inflation. Yet a Depfui;ment of Labor 
survey just came out on January 25 which indicated it is responsible 
for perhaps a 3-percent rate of inflation — substantiaUy less than 70 
percent. 

Mr. Volcker. You have to be careful about what comparisons 
people are making, I think, A lot of this talk says that our mflation 
rate is higher this year than it was last year or 2 years ago because of 
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oil; well, the inflation rate was already high 2 years ago. You can't 
blame that whole inflation rate on oil, nor can you, in my judgment, 
blame the entire thing on oil this year. 

Mr. Evans of Delaware. Let me change horses here for just a minute, 
Mr. Volcker. In talking to the gentleman from Oklahoma, Mr. 
Watkins, about consumer credit, there were a number of suggestions 
made. You hear a lot of doom and gloom these days that the American 
consumer is bearing an unbearable burden in terms of their debt that 
they carry today. How does today's consumer compare with one of, 
say, 5 years or 10 years ago as a percentage of disposable income to 
total debt? 

Mr. Volcker. If you look at those ratios generally, they are at 
all-time highs or veiy close to it. I think some of them have come 
down just slightly in the last couple of months, but, generally, they 
are at record levels. 

Having said that, you have to realize the dem<^;raphics of the 
situation has changed some. The work force has more younger people 
in it who typically are more heavily in debt; and, of course, people 
are handling their <iebt somewhat differently. 

Mr. EvAKS of Delaware. Typically, very heavy unemployment 
among young people, particularly teenagers. Yet people talk about 
Humphrey-Hawkins. Ii they really were concerned about doing some- 
thing about unemployment of young people, we would have a youth 
differentia] in minimum wage. I take it you would support that? 

Mr. Volcker. Yes. The minimum wage differential would help, 
but so would programs that get down into the areas where liie prob- 
lem is. In fact, aggregate employment relative to the workii^ age 
population is at a record ; it is enormous. 

There has been an increase in employment of 10 million people in the 
last 5 years. It hasn't been hard to find the jobs for those equipped to 
find the jobs. Yet, we have these lai^e numbers of young people— 
disadvantaged people in particular, whether they are black or white— 
who have no skills. I think a variety of social factors enter into the 
equation, and it is a most serious social problem. 

Mr. Evans of Delaware. It is an important one we should address 
from a moral standpoint and from an economic standpoint? 

Mr. Volcker. It is one we should address from every standpoint. 
The question is: What are the adequate and appropriate tools for 
addressing it? 

Mr. Evans of Delaware. During your t^timony and during the 
question-and-answer period here, you have been very kind and under- 
standii^ to be here this long. 

You referred to the lack of stability, and I agree that that lack of 
stabihty does cause problems in terms of investment capital, people 
who are willing to risk whatever it is that they have to create those 
things that do produce jobs. One of the problems I think we have that 
leads to instabihty is the fact that there are some who feel that there 
may be wage and price freezes imposed. What's your position on that? 

Mr. Volcker. That question arose earlier, and I don't think that is 
a useful approach. 

Mr. Evans of Delaware. I didn't hear it, sir. I am sorry. I was here 
most of the time. 
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Mr. VoLCKER. I won't re)K>tit inv wtutlo nusut>r, Iml I (K> lutvo 
some concern that that talk alHnil'ihiit k>iul »f H|ijtrtmt'li nhit-h I 
don't think provides auylhini: in lhi< dinTliun of m ruittUmritlitl 
ansn'er to our problem — actually exHCerhHies tho |>r«>ltli>iii. 

Mr. Evans of Delaware. iMnff loim, fwr cerlain, it »l«nw Ami nii> 
country that has ever established that has ^oiio iltiwnhill nilhiir Ibnii 
up. 

Mr. VoLCKER. It is no substitute, in my K|iini(Ui. for nil IhoHo wi hi>i 
things that need to be done. .Vs I said earlier, if I he other llmit;M mo 
done I don't think we nee<l it. .Vnil the ^reat |tro|ileiii with Ihnrui nin 
trols, as I have observed them— whether in the United SIhIi>ni <ir in 
other countries over the yeaiiJ-Himrl from all Ihe biiivnnrriillir and 
administrative (iroblems, is thai somehow Ihey ronvey llie no on to 
people that they are an answer to tlie proldnm. 

Mr. Evans of Delaware. Wu may not learn froni history, evi<ii re 
cent history, 

Mr. VoLCKER. They are not an anHwiir, unci to Ihe exlent they are 
a substitute — and somcliow, insidiouHly, Ihey w^em to b«i ticnli'il ho 
a substitute for other actions- yon know Ihey am nnl i^oirif/ lo uoik 

Mr. EvAxa of Delaware. Well, il in like '|HM»i»le who my, "Well, 
why could you possibly have rjeitontrol of oil?" And I nppre'jftlefi 
your statement in your ojieninK remurkx »boi]( eneriry iiitli:\n:uiti-i>ii-, 
and perhaps it mi;;ht be energy iiirj(-|ii-ndencf! nl. the ex[(en--wi of n^ju/ 
costs, at least over the short leim, hecatiM: uny fxntroU jn^ii. wdl n'fi. 
work ultimately and will not develo)) fhn eriRr/y indnpeiidi^n'e Mini. 
we need. 

Mr. Vokker, I really ajtprcriale your hf:iiii^ wjlh ui (Jut itnnriniif 
and your patien<:e and your very hhi-.'-.iui-a. way of (»fi<'»er»./ «,»,*■ 
most difficult rjiiestion-i 

.Vnd I thank von. .Mr. ('hiiirriiMii 

The Chair WAV. Mr. .%>»!? 

Mr. Neal. Th»nkyoii. .Mr. 'hn-rwiwi 

Sir. Volcter. I nm j'lltij 'o -jf.'. ba'.k t/i t.U*-. mwct <id.|W,' »*, 'l,^ 
cussed several r.ane~, and I wiri*. •/, ',ry » 'i.it-.n-.t.i tn'k n' .' .f f '-ar, 
this time. I j ;=* warr. Vj -.«y "Ks* ,• -«:rr.-t *i, it,*-, (>,»». ,r /'. . w, ..'l .!. 
keeping wiih yo ..- o-xi. '.tf-.' .a.',:.; *f.'l I \M.f.-i'._ y, tr '.«.'. 'r..i.M.i./ 
announce =om* .fiz^-'j-.rrc; ji,^.'. '.'.: ';,*■. t'-A mi,i\ u.tu^ .r.i.-/ ■'rttt. 
discipline. *->-a: -..r-jri* 'if.'.r,:. '■:..''. Ci, :i,t,tf. *u»t. »t,i't..!.-j '/- ■.:■..'./ 
about a loir^r .-i"r ',' .:.tA'.r,;. '<, ,^**.,- .(,'*f»-.;' ra'^« 'a .■'.■■'*? '. . 



we are no; mi"...-^- . 
tl»y »re4*::.r^- -1 
savnu^ 

Beca.:is« .- ^^r.-. ■ 
aboBC iytx.-:jzu :.> 
worth Lese .:: ■.-..* ' 
to a co'icru" •-r* ",r.-.. 

One ai«ri.'.«^r -.^.i 
aul vwi ji^»^:. ■■■■ 
tain:v. »:ii; - .1. i-: 
BootiiitriM ■ -.- - . 
to reii:ice .■.i- . . . . 
levuQi xj-.»r.-. :- 
Fed-Jbt: ^ :■-■ 
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I just don't see any other way to reduce the uncertainty, to b^;iii 
to restore the confidence that every one seems to agree that we need, 
other than the Fed announcing this kind of moderate, sensible long- 
range policy that would bring down the rate of inflation and increase 
the level of employment in this country. 

I guess my question would be: Would you agree with the general 
importance of this kind of action? And maybe you could elaborate. 

Mr. VoLCKBK. I can only comment in this way, Mr. Neal. Unlike 
credit controls, this is a matter that has been discussed quite intensively 
within the Federal Reserve System. The general opinion has been that 
it would be unwise to attempt to be that precise. I recognize the tenor 
of your comments and what you hope to achieve; I have a certain 
degree of sympathy. 

At the same time, I have & certain skepticism, I suppose, about the 
credibility with which an announcement of that sort would be greeted 
in any event. I think it is not as important as actually making a record, 
as we go along, from month to month. That is reallv more crucial than 
what we say on paper for the period of time ahead. 

One of the problems that has been of considerable concern, too, I 
think, is illustrated by the fact that we have redefined the Bggceg&bBS. 
We are catching the financial system in the midst of institutional 
change. With this new definition, we tried to, in a sense, get ourselves 
up to date, but we are hitting a moving target. Any targets that we 
give at this particular point in time on the basis of a particular dcd^ni- 
tion inevitably have to be subject to change for no other reason than 
that reality changes. This is a complicated transition — and trying to 
be very simple and clear about it so as to affect expectations and be- 
havior in the way that you and I would like to see is not that easy. 

Apart from changes in definitions, we also allow ourselves some 
margin with these ranges, as you know; we think that is appropriate 
bectause these relationships are not built in concrete. So, for that 
reason — while I think I understand the philosophy that you are 
espousing and I have a great deal of sympathy for it — in practice, the 
FOMC has not wanted to set in that degree of concreteness for the 
future — partly for fear that our credibility would not be enhanced, 
but abo for fear the situation might be confused amidst all these 
changes. While agreeing with the general philosophy that we have to 
get tnese ranges down over a period of time, showing performance 
from year to year — showing that we have in fact done it— is more 
important than making announcements, in this case. 

Mr. Neal. Well, I agree, Mr. Volcker, that that is most impor- 
tant, because, as I pointed out earlier, what we have had in the past 
is statements to the effect that it was going to happen, and it didn't 
happen. 

It seems to me, though, that both are important, not only to do 
what you are doing, but to say and make clear that this is your intent. 

I am just wondering, would you feel the same way — I imderstand 
your hestitancy to announce very strict targets over a 5-year period- 
would it not be helpful, though, to say that it is your intent to bring 
down the rate of growth and the monetary aggregates 

Chairman VoLcKEH. Oh, that is 

Mr. Neal [continuing]. To closely approximate the rate of growtb 
in the economy? Are you saying that? I am sorry. I didn't mean to 
interrupt. But you ore saying that, and I think it is very important. 
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Mr. VoLCKBR. We certainly are saying — I think it is in my state- 
ment — that we see a progressive process Sere of bringing these growth 
rates down. 

Now, of course, when you ask, "down to what?" you immediately 
get into a little technical trouble which bears upon this whole issue. 
Just to take Mi, there has been a veiy strong, increasing trend in 
velocity. If that trend continued at that rate — maybe it won't, and 
you can well argue that in a noninflationary situation with lower 
interest rates it should not — we should, consistent with price sta- 
bility, have a minus number in Mi. On the other hand, if tnat trend 
did not continue, as it might well not in a noninflationary situation, 
you shouldn't have a minus number; you should presumably have a 
small plus number. That is a judgment that is hard to make for 
5 years from now. 

Now, I think we can say, without that kind of qualification, that 
a progressive reduction is necessary. But if you want to pin me down 
as to precisely what the noninflationary levels of these aggregates are, 
I am not in a great position for judging that right now. Certainly not 
as good as I am goinjj to be, I hope, 5 years irom now when we ap- 
proach that point. 

Mr. Neal. May I just pursue this. 

But it is your announced and clear intent to brii^ down the rate 
of growth and the monetary aggr^ates consistently and steadily over 
the next several yeai^? 

Mr. VoLCKEH. That is what we have said. That is what we would 
like to do. That is what we intend to do. 

Mr. Neal. Thank you. 

I would just like to point out, if I may, Mr. Volcker, that even 
though I would agree that a number of structural changes that you 
recommend are needed, the fact of the matter is it is very doubtful 
if those structural changes are going to take place. I just want you to 
be fully aware of that, that we have had several votes on the Davis- 
Bacon. 

We have votes on that every year, and each time it comes up, 
overwhelmingly, any change is defeated. The minimum w^e legisla- 
tion was passed by the last Coi^ress by probably a 4 to 1 or 5 to 1 mar- 
gin; I don't remember what the exact vote was. So, I just wouldn't 
want you to think that these structural changes are going to take 
place very rapidly. 

You pointed to the problems of bringing down the budget deficit. 
All I want to say is what you do is critically important m all this. 
Don't wait. 

Mr. VoLCKEH. I think I fully understand the point you are makii^ 
in that connection. I suppose hope springs eternal, and I think it is 
my responsibility to bring it to your attention. 

I also think that the Congress and the American people ought to 
understand that they want to deal with inflation, I want to deal with 
inflation, and everybody wants to deal with inflation; but our job is 
made much more difficult to the extent these other things are not done. 

Mr. Neal. That is correct. 

The Chairman. Thank you. 

Mr. Green? 

Mr. Green. Thank you, Mr. Chairman. 
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I simply wanted to ask Mr. Yolcker what steps you take to assure 
that the banks do not undercut your policy of restraint via their access 
to the discount window. At times, the spread between the discount 
rate and the prime rate is wide enough to make it very enticing for 
banks to turn to the discount window. 

Mr. VoLCKER. There has been a long tradition in the Federal 
Reserve, as I touched upon earlier, that there not be open access to 
the discount window for all purposes at aD times. Obviously, it is 
there for emergency purposes. Obviously, it is there in the short run 
for banks with a problem in the short run. But we maintain surveillance 
over the use of tnat window, and we do not permit banks to borrow 
repeatedly at the discount window for the purposes of, in effect, 
arbitraging money. We have been watching that particularly care- 
fully over recent months, and I think it is fair to say that we have not 
found any general pattern of abuse. In other words, the usage has been 
confined, by and laige, within the general guidelines that have been 
established. 

Now, that policy relies upon a long history of tradition and admin- 
istration. Tampermg with that tradition is one of the issues that we 
have raised in connection with changing, in any fundamental way, the 
manner in which the discount rate itself is administered. It is such a 
long-entrenched policy that we won't change it without the most care- 
ful consideration. I won't say we won't change it; but if it is changed, 
then you do have to change the manner in which the discount rate is 
administered. 

Mr. Green. Do you think the spread between the discount rate and 
the prime rate that now exists is an appropriate one? 

Mr. VoLCEER. The spread between the discount rate and the prime 
rate does not botherme. The more sensitive spread, I think, is thespread 
between the discount rate and the short-term market rates, like the 
Federal funds rate. We watch that, and sometimes that is a relevant 
consideration in changing; at other times, it is not. 

But, let me note that given the way we are now operating, where 
we restrict the volume of reserves, if money growth changes, the banks 
are sort of forced to borrow. That means that, in some circumstances, 
at least, the spread may not change very much — regardless of what we 
do with the discount rate — but the level of market rates will change. 

All things being equal, banks will continue to have to borrow if we 
don't provide the reserves to support money growth, and that is what 
bappended in October in particular, when borrowing got quite high 
because we were refusing to validate, in a sense, the increase in deposits. 
We did not choose to raise the discount rate at that time because the 
market was under heavy pressure to start with; then, as the adjust- 
ments were made, the borrowing level came down. 

Mr. Green. Thank you, Mr. Chairman. 

The Chairman. Thank you very much. And we are very grateful, 
Mr. Voicker, for your patience and cooperative spirit. 

Mr. VoLCKEE. I am very glad to have gone through this baptismal 
process with the committee, Mr. Chairman. 

The C'lAiBMAN. Thank you again. 

This committee session is adjourned. 

[\\'heroupon, at 1 :25 p.m., the hearing was adjourned.] 
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Tha Econpy tn 1980. A Fowmt 

Our •conoay's ovtrall or In-tha-larga parforMnca utuilly U Judged by 
«lMt hkppans to prtui and production. UnaivloyMmt ft linked to the latter. 
If pr1oa> on avenge Increaia laii than a year ago and output grows faster, 
ftearly evennne would conilder 1980 a good year. Nowaver, this Is unlikely 
to happen In 1980. 



Added together, the percentage Increaies In prices and output between 
the fourth quarters of 1S79 and 1980 xftl, by daflnition, equa the percentage 
rise In tht dollar value of the Gross National Product (GNP] ror t^e period. 
The percentage change In I GNP also can be decoaposed Into the sum of the 
percentage Increases In the noney supply and Its velocity. By definition, 
then. He have that: 

I) 



With respect to 1), the percentage change In the GKP darator for 1980, 
the die was cast In 1979, 1978 and 1977, for Inflation Is largely predeteral ned 
by past Mney growth. The best estlMte for the current year is mney growth 
tM years ago. 

Using the Federal Reserve's new H1B Measure of eoney supply, which equals 
coin, currency and transactions balances tn all depository Institutions, two 
years ago eonsy grew 8.2 percent. As a result, the SNP price deflator Is 
estlMtad to Increase about 8^ percent in 1980. With a little luck It will 
rile only 7 percent. Hlth bad luck It could rise as nch as 10 percent. 



Historically, Ite* 4), velocity, has tended to Increase about 3t percent 
per year ever since Horld Har II. and the result applies on average to the 1970s, 
although since 1973 the average has been 4 percent. 

For 1980, It reasoMtiiy can be assued that velocity will rise another 
3% percent provided that minay growth neither sharply accelerates nor decelerates 
fnM the 1979 vney growth rate of 8 percent. If the Federal Reserve slows 
Mney growth to 9| percent this year, total spending Is therefore likely to 
rise by 10 percent (S>i * 3i). 
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Slowing KIB growth to eH psrcent this year will begin, et long 1ut, 
the gradual slowing of noney grcwth which Is prerequisite for the slowing 
of Inflation. Ulth luck Inflation could begin to slow In 1961, but In any 
case It w111 begin to slow no later than 1982. PROVIDED we begin now, In 
1980, to slow ninay growth fraa the 8+ percent per year growth rates of 
1977-1979 gradually over a period of yean to 2-3 percent per year. 

If we stay the course. Inflation will recede without triggering a datp 
or prolonged recession. However, if Money growth is decelerated sharply, we 
Hl11 trigger mother deep and prolonged recession. In the event, we would 
almost certainly give up the fight against Inflation: and If at any time 
■oney growth Is accelerated —for whatever reason-- the result will be higher 
and nore persistent Inflation, and over the long haul, higher Interest rates 
and lower real growth. Clearly, we should stick to the policy of gradually 
—slowly but surely— reducing noney growth. 
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CHART 1 . Exhibit 1 brckka tb« 1954-1977 paciod into «ight 
consaeutiv* 3-yM pariodat 19S4-19SG, 19S7-1959, ate. For 
aach 3-faar pariod. Chart lA ralatas avaraga Hi groirth to tha 
avaraga cata of risa in tba Groaa National Prodoet dallator 
(inflation] i Chart IB ralaCaa avaraga Ml growth to tha avaraga 
rata of intaraat on 3-Bciiitli Traaanry billat Qiart IC ralataa 
avaraga Ml growth to tha avaraga rata oE unatployBant. 

nia axhlble ahowa that thara la a cloaa poaltiva relationahip 
beCwaan money growth and inflation (Chart lA) and batwean nonay 
growth and tha rata of intaraat (Chart IB] ■ It ahowa that aa 
Bonay growth incraaaaa, ao do both inflation and tha rata of 
intaraat. Nota aapacialXy that inflation accalaratea rapidly 
wban yaarly annay growth axcaada S parcant. 

Tba axbibit alao ahowa that thara la no ralationahip batwaan tha 
rata of nonay growth and tha rate of unei^loyment (Chart IC) . 
This baliaa the Phillipa Curve theory that inflation ia invaraaly 
correlated with una^l^nant. 
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CBART 2 . Laat ymx, puriuant to thm Full BBployaant and Baliaoad 
OeoicUi Act, tha CB— d.tt— caeoMMOdad raduetDg ■ooajr growth I 

tha Fadaral Reiarva'i nan HIB saaaura, which aqMla publicly hald 
coin, cuirancy and ehackabla dapoilta in all dapoaitory iueitattona, 
motmr growth avaragad B.l parcant batwaan tha fourth quarfcara of 1977 
and 1978. ItiiUi tha pcojactlon foe 1979 waa 7.1 paccaot. Unfortunatalr, 
thla waa not achiavad. Actual nanay growth avaragad t parcant in 1979. 
tkiraovaE. during tha yaar. HIB grcwth first tall short of tha projaction 
and than novad up aharply. 

Hia abortfall in monay growth aarly last yaar ganaratad domsida 
praaauraa on aconoBic activity, ao it la not aurprliing that tha 
aconosy'i noaantum changad from up to down during tha flrat half of 

In tha auoa way, Cha upaurge in mcney grcwth that bagan In tba aasond 
guartar provided atrong upward lii^ulaaa, ao it la not aurprlalng that 
tba aeonoi^'i alida waa halted during tha third or au^sar quartar- 

Tha Bensitlvity of the aconoiv to ncney lupply changes laat yaar wani 
UB of the necesilCy of avoiding iharp changes even tor short perlode. 
Such changes are inevitable If tba Fadaral Msarve foeuMS an hitting 
Interest rate targets. Oodsr that now discarded stratsgy, vinay 
growth was whipsawed by uncontrollable changes in cradit and foreign 
exchange marliets- Tba decision of ths Opan Harlcat commlttaa In 
October 1979 to focus on controlling money growth is comendable. 

have stfllcted the economy in the past, and gradually to raduo* oonay 
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<XMft 3 . HIB ^nwtli, ausund batwMo tha ■■ma nonUia oE adjacant 
•raaca (fox axa^la, January 1947 Co January 1948), cyclad do«n and 
up aavan tinaa batwMn tha and of World Mar II and 1971. Mginalng 
in aarly 197R It appaarad Co atart down one* again. Hannr, cha 
alida waa ravaiaad In >pril 1979. 

Our aconony'a parfomanca tn tb* poat Horld Har II parlod la alrrorad 
In tbia chart of >oney growth. InClatloa «a* brokan aftar World Har 
It and again aftar tba Koraan War by auatalnad low Donay growth. It 
waa raklndlad aftar 19G4 by upaurgaa in noney growth in tha lata 1940a. 
1971, and 1977-1979. Faceaalona, which are dallnaatad by tha 
cal linaa on tb« tlaa axia, occurrad In tha waka of ahaxp prolongad 
ilarationa in KIB growth, aa the chart ahowa. 

r tha acono^r dafinitaly alowad and dlppad In tha firat half 
.979, although parhapa not anongh to ba laballad a racaaaloni but 
than, in tha wake of tha upaurga In nonay growth that bagan In April, 

Barring (a) another (harp prolonged dacalaratlon la pnoay growth, 
or (b) dlaruptioo in tha flow of (oraign oil, wa do not foraaaa a 
najor racaaaion davaloplng In 1980. Furthar tn this ragard, tha 
fadaral IMaarva'a naw atratagy of focuaing on controlling Bonay 
grcwth, ahODld rula out another aharp prolonged dacalaratlon of Bonay 
growth. Bowavar. tha flow of foralgn oil la an unknown which could 
cauaa futura problana. 
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gXHIBIT 4 . Cbarts 4A and 4B nap y«aT-av«r-y*ar p«rc«ntag« chan^B* 
in tbm CFZ and Gross Batlonal Product daflator, rsapectivaly , agalnit 
year-over-yaar p«rcentag« changas In MIB (nonay aupplyl lagged tMO 
yaara. Thasa charts show that the rate of inflation follows MIB 
growth of ttwj years aaxller fairly closely . 



db,Googfe 




„GoogIe 



CHART 4 . (continuad) Clurta 4C (uid 4D map percentage changes 
iBBBBured batwaen the Bana qaartara fion one year to tlte next in 
the Consumer Frlca Index (CPI) and the Groaa National Product 
deflator! reapactlvely, on percentage changes In the quarterly 
average In KlBi also measured between the aarae quarters troo one 
year to the next but lagged eight quarters. These charts also 
show that the rate of Inflation follows MIB growth of two years 
earlier fairly olosaly. 

Together, the several exhibits of Chart 4 provide hope that 
inflation will begin to subside in 19S1, or at the latest 1982. 
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VEMTO r£M PERCEHI CHMSE 
SOliD Ll« IS IHE G « P KFUITW 
DASHQ Ll« IS ra-B IWEY SUPPLI, lissed S «. 
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omtt i . Thla chart plots th* mnthly averaga of the Padcral 
funda rata— the ovarolght Inter-banJc intecaat rata, and parcantage 
changa* in tha Consumer Price Index (CPI) fro« twelve (12) nonttas 
ago. It ahovs that monthly novenants in the Federal funds rate 
occur very cloaely together with changes in the inflation rata 
naaaured frcm the aame month a year ago. This indicates that 
even short-teem intaraat ratea are very powerfully affected by 
innadlata peat inflation. 
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CHART 6 . This chart graphs yaar ovsr year Inflation (vertical 
axis) against yearly unan^loynent averages (horlsontal axis) . 
Tbm top panel graphs the two concurrently, the nlddle panel 
lags unenployvant 1 year, and the botto« panel lags inflation 

Th« concurrent panel (GA) revaals that the ao-callsd Phillips 
curve is unstable. On average, the trade-off was highly 
favorable frcB X954 to 1965 but has worsened significantly 
since then. 

The middle panel (6B) reveals much the same story. Specifically, 
for an arbitrarily selected nneg^loynent rate, the rate of 
inflation the following year la much higher today than It was 
in the 1950s and early 19e0s. 

Finally, the evidence plotted in the lower panel (60 reinforces 
this story. As Indicated here, there is even some tendency for 
accelerating Inflation to be followed by higher unan^loyMent. 

Viewed together with Chart 1, these three panels show that un- 
et^loyment cannot be reduced by accelerating money growth and 
inflation. The only enduring result of faster money growth !■ 
higher Inflation. 
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HonetarT and credit aggregatca , actual leiela and fourth 
quarCat growth rate*. 19T5-19T9: 

Money aupply: M-IA and H-IB (graph*) 

Money aupply: M-2 and M-3 (graph*) 

Bank credit (graph) 

Selected aoaetary credit, and reaerve aggregate*, groKtb 
rat**, 19T6 through fourth quarter 1979 (table) 

growtb rates fat nonetaiy aggrfgatCE under old definition* 
for Boney, 1975-1979 (cable) 

Incoae vatocity of money, H-U and H-IB, Tatt* of change. 
1977-1979 (graph!) 

Selected intatait tat**, 197} through January 1980; 

Tabl* 

Funda raiaad in U.S. credit aarket*. 19TS through third 
quarter 1979 (cabl*) 
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Frint. Off., 1960, p. XIII. 56. Chaia Econontrlct A*(OCtata*. Inc. 
Standard Forecaat of January 22, 1960. Data Keaourcea, Inc. Cootro 
ForacMC ol January 21. 1980. 
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